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0.2 SEGMENT OUTLINE 


Introduction 


The purpose of the segment outline is to explain: 

■ the aims and content of the segment; 

■ how the segment will operate; and 
ei the assessment requirements. 


Segment aims 


The overall aim of the Personal Financial Planning and Superannuation (PFPS) segment 
is to provide you with a working knowledge of the current financial planning 
environment and the three stages of the superannuation life cycle. Throughout the 
segment, we emphasise the tailoring of financial planning strategies to meet 
individual objectives. The segment does not recommend any particular investment 
products but confines itself to outlining some general investment strategies. 

Specifically, the segment aims to: 

■ provide a brief introduction to financial planning and the economic, political 
and regulatory environment within which financial planners operate; 

□ identify the key elements in financial planning; 

■ briefly overview various types of investment options and strategies; 

a discuss superannuation issues including contributions, and regulations governing 
various types of superannuation funds to gauge their impact on financial planning; 

□ discuss termination payments and retirement benefits; 

a identify the major social security issues of which a financial planner should 
be aware; and 

□ develop a sample Statement of Advice for a fictitious (but realistic) client. 


Segment overview 


The rapid growth in the provision of financial planning services by accountants is not 
surprising given that: 

□ the Government's policy is that people increasingly fund their own retirement; 

■ accountants are perceived to be more independent than many people who have 
called themselves 'financial planners' who in reality have been commission agents 
tied to a particular organisation, selling that organisation's limited range of 
products such as life insurance and savings plans; 

■ accountants are already familiar with their clients' financial and tax position, and 
their clients already trust and rely upon their professional advice; and 

■ various surveys confirm that people prefer to seek investment advice from 
their accountant. 

The growth in the demand for financial planning services presents a business 
opportunity for public accountants to expand the types of services they provide to 
their existing client base. 

The demand for acquisition of additional skills has been recognised and is being 
catered for by the professional bodies with various in-house educational seminars and 
courses. CPA Australia is pursuing greater involvement through the provision of short 
courses and seminars in this area. CPA Australia also has a Centre of Excellence for 
Financial Planning and Superannuation. 
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A number of other professional bodies also offer financial planning courses. 

Several tertiary institutions have also incorporated financial planning units within 
business and commerce degree courses. Bachelor and Masters degrees in financial 
planning are offered as well as a distance learning financial planning diploma course. 

This segment provides a frame of reference in which the main focus is on personal 
financial planning and the three stages of the superannuation life cycle. Advisers 
providing financial planning services must understand the needs, goals and objectives 
of their clients before they attempt to provide financial planning advice to meet those 
goals and objectives. The Australian Government focus is on increasing national 
savings. Superannuation is a tax-advantaged savings vehicle which is being used to 
increase national savings and to encourage financial self-sufficiency in retirement. 

In this environment, the main thrust of this segment is to provide you with a 
theoretical framework with practical application. This will enhance your technical 
expertise and knowledge in the areas of financial planning and superannuation, 
regardless of the immediate focus of your career. 

Note that this segment reflects legislation at 30 April 2003 (plus Budget announcements 
which are yet to be legislated, and so may be subject to change). 


Relationship to other segments 

Personal Financial Planning and Superannuation (PFPS) is one of the nine elective 
segments currently available in the CPA Program. Occasionally, in the study guide 
there are cross references to other segments of the CPA Program such as Taxation and 
Treasury . 


Segment structure 


The PFPS segment is divided into eight modules: 

1 Introduction to financial planning 

2 Key elements in the financial planning process 

3 Investments 

4 Superannuation: Stage 1 

5 Superannuation: Stage 2 

6 Termination and retirement benefits and estate planning 

7 Social security 

8 Developing a Statement of Advice 

Module 1 provides an overview of the financial planning industry, as well as the 
environment within which financial planners operate. The major economic factors 
and their implications for the financial planning industry are reviewed. Licensing 
and compliance requirements, including quality assurance requirements for CPAs, 
are also outlined. The module includes a review of the financial planning process and 
data collection. 

Module 2 is divided into two parts. Part A provides a review of basic mathematical 
concepts, risk and insurance, and their applications to different cases with a series of 
exercises and problems. This is provided to give you a good working knowledge of 
fundamental investment concepts. The economic life cycle, personal risks, financial 
risks, and management of risk are also discussed. Part B provides a detailed study of 
remuneration planning, including the various components of remuneration 
packaging, and an outline of relevant cost and tax issues. 
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Module 3 examines basic investment issues to assist in the identification and 
evaluation of most of the common investment options in building an investment 
portfolio for personal financial planning. It provides an overview of how an investor 
might decide on the selection of an investment, based upon risk and return 
expectations. Risk, return, liquidity, accessibility, flexibility and tax implications for 
investment choices have been outlined as they relate to individual strategies and 
broad areas of available investments. Different types of direct investments and 
managed investments are then discussed. Investment strategies and the advantages 
and disadvantages of different types of investment structures, including sole 
ownership, partnership, trust and company, are also outlined. 

Module 4 explains the first stage of the superannuation life cycle and the regulation of 
superannuation funds. Superannuation contributions made by employers, employees 
and self-employed people are explained. The related tax treatment of each of these 
contribution types has been analysed, and relevant sections of the Income Tax 
Assessment Act 1936 (Cwlth) (ITAA) are explained. This module also provides a study 
of the legislation relating to the Superannuation Guarantee, the Superannuation 
Contributions Tax (surcharge) and small superannuation amounts. 

Module 5 covers superannuation funds, compliance and audit issues in the second 
stage of the life cycle, with the main emphasis on self-managed superannuation funds. 
Other superannuation entities are reviewed briefly to provide the broader perspective 
of the whole superannuation industry. The module then discusses the taxation of 
superannuation funds and preparation of accounts in accordance with AAS 25. 

Module 6 explains the third stage of the life cycle of superannuation. It details how 
different types of superannuation and other termination payments are calculated and 
taxed. It outlines the different rules applying to such payments where a person dies or 
leaves a job as a result of a bona fide redundancy, approved early retirement scheme or 
invalidity. The technique of rolling over an eligible termination payment is described. 
The module also gives an overview of the importance of other payments such as 
income streams from pensions and annuities in retirement planning and in 
retirement. Finally, the module provides a brief overview of estate planning. 

Module 7 provides an overview of social security (Centrelink and Department of 
Veterans' Affairs) payments and services and how these interact with financial 
planning. Accountants need to have a basic understanding of the social security 
system to advise and assist their clients. Module 7 reviews assets and income tests, 
payments and benefits. Social security rules and their impact on investment strategies 
are explained with a series of examples and exercises. 

Module 8 has two major components. The first component explains the key 
elements of preparing a Statement of Advice. A sample Statement of Advice is then 
developed applying information, strategies and concepts which have been outlined in 
the previous modules. The annual review report based on the sample Statement of 
Advice is also discussed. 

To help you to organise your workload, an approximate percentage time allocation for 
the modules is provided in the table below. Total hours of study will vary depending 
on your prior knowledge and experience of the segment content, your individual 
learning pace and style, and the degree to which your work commitments will allow 
you to work intensively or intermittently on the materials. You will need to work 
systematically through the study guide, attempt all the in-text and review questions 
and case studies and revise the learning material for the examination. The workload 
for each segment is at least the equivalent of that for a one-semester postgraduate unit. 




SEGMENT OUTLINE 


0.5 


Do not underestimate the amount of time it will take to complete the segment 

As well as helping you to plan your study commitments, the recommended 
percentage time allocation for modules gives you a rough guide to the proportion of 
examination questions likely to come from each module. It should also be noted that 
some examination questions may require you to draw on information from more than 
one module. 




Recommended 

Module 


proportion of 

number 

Module title 

study time (%) 

1 

Introduction to financial planning 

10 

2 

Key elements in the financial planning process 

12 

3 

Investments 

12 

4 

Superannuation: Stage 1 

12 

5 

Superannuation: Stage 2 

14 

6 

Termination and retirement benefits and estate planning 15 

7 

Social security 

15 

8 

Developing a Statement of Advice 

10 



100 


Structure of the study materials 


These study materials form your central reference in the PFPS segment. 

Contents list 

Each module has a detailed contents list. This list indicates the sequence of the 
educational content in the module. 

Preview 

Each module begins with a preview containing the following sections. 

Introduction: The introduction outlines what will be covered in the module and how it 
relates to other modules in the segment. 

Objectives: A set of objectives is included for each module in the study guide. These 
objectives fulfil a dual purpose. First, they identify the main focus of the module. 
Second, they provide a clear target to aim for when studying and revising the module. 

Teaching materials: This section alerts you to the required teaching material (if any) 
to which you should have ready access, such as the Members' Handbook. It also 
includes a list of readings which are to be used in conjunction with the module study 
guide material. 


Study guide text 

The study material is divided into parts, sections and subsections which will help you 
to conceptualise the content and study it in manageable portions. At the same time, it 
is important to appreciate the cumulative nature of the segment and to follow, as 
closely as possible, the given sequence. 





0.6 


SEGMENT OUTLINE 


Study guide activities 

You will come across two distinctive types of activities in the study guide: 

■ formal in-text questions; and 

■ case studies. 

The formal questions require you to prepare answers, on paper, and to compare 
those answers with the 'Suggested answers' before continuing with the study guide. 
Such questions test your understanding of specific sections of a module. In Module 8, 
in-text questions have been replaced with a section on 'Review questions' at the end 
of the module. 

Case studies are much broader in scope than in-text questions. They illustrate practical 
problems which might be faced by a financial planner. The case studies require you to 
apply the theoretical knowledge you studied in the module to a particular situation. 
Write your answers as fully as possible, then turn to 'Suggested answers' to check your 
responses against the answers provided. 

Review 

The review section places the module in context with the other modules studied to 
that stage and summarises the main points of the module. 


References 

This is a list of references cited in the study guide. You are not expected to follow up 
this source material. However, this list and the 'Further reading' list are useful if you 
wish to explore a particular topic in more detail. 

Suggested answers 

These provide important feedback on the numbered questions and case studies 
included in the main text and, in the case of Module 8, at the end of the text. 
Consider them as a model answer rather than a correct answer. It is important to write 
your answer before you compare the suggested answer with your own to assess how 
well you have understood and applied the material supplied in the text. 

Readings booklet 

Where appropriate, press articles, journal articles, extracts or other key items have 
been reproduced as part of the study materials in the form of a readings booklet. 

These readings should be seen as an integral part of the study material. 

Self-assessment tests 

These tests contain a number of multiple choice questions on each module (please see 
the CD-ROM provided with your study material). They will give you some idea of the 
types of questions (i.e. range, style, level of difficulty) which will appear in the 
examination. Answers are provided for each module's self-assessment test. 
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Recommended texts 


The following references provide important support to the CPA segment materials: 

Members' Handbook 
CPA Australia, Melbourne. 

Australian Tax Handbook (latest edition) 

ATP Australia, Sydney. 

The Australian Master Superannuation Guide (2003) 

CCH Australia, Sydney. 

Additional reference: 

Quality Control Management in Accounting Practices: A Guidance Manual for Practitioners 
(1993) the Australian Society of Certified Practising Accountants (now CPA Australia), 
Melbourne, and the Institute of Chartered Accountants in Australia, Sydney. 

There are specific standards that members of CPA Australia in public practice are 
required to meet. These standards are applicable to all professional services including 
financial planning. CPA Australia and the ICAA have jointly published Quality Control 
Management in Accounting Practices: A Guidance Manual for Practitioners, which discusses 
each of the elements of quality control as it relates to each of the practice areas. The 
manual contains a number of checklists and pro forma materials for use or adaptation 
by practitioners. Whilst it is not included in reading materials for this CPA segment, it 
should be viewed as a major reference for any member in public practice. You will find 
that quality assurance is discussed on several occasions throughout this segment. PP 5 
of your Members' Handbook outlines the thrust of the Quality Assurance Program for 
members in public practice. The program is designed to assist practitioners by 
monitoring compliance with professional standards, based on the requirements of 
APS 4 Statement of Quality Control Standard and APS 5 Quality Control Policies and 
Procedures, with which you should ensure you are familiar. 


Authors 


Barbara Smith, MTaxSt Mon., BBus and MBus Phillip, DipEd and BEd LaT., 
DipFinPlanning FPA, Deakin, CPA (Taxation), CFP. 

Dr Erdogan Koken, PhD McM. (Can.), MSc METU (Turkey), MMT and MBA Melb. 

Since the previous edition, originally written by Barbara Smith and Erdogan Koken, the 
PFPS segment has been significantly revised and regularly updated by the reviewers. 


Reviewers 

Wendy Dickson BBus (Acc.) VUT, CPA. 

Tim Dunn Network Consultant. 

Laurel Moulynox BCom Melb., CPA, CFP. 

Warren McKeown BEc, BEd, CA (Financial Planning Specialist), CFP. 
Angela Nicolson BBus, MTax, CA. 

Elizabeth Goddard BA, MA Oxford, CA, FTIA. 
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Assessment 


There are two categories of assessment for this segment: 

■ self-assessment; and 
□ formal assessment. 

Self-assessment is based on study guide activities described earlier which include in-text 
questions and case studies, as well as self-assessment tests provided on CD-ROM. The 
purpose of the questions, case studies and the tests is to provide you with the 
opportunity, as you progress through the segment, to assess your understanding of 
significant points and to stimulate your thinking on particular issues. 

As explained, answers provided serve as feedback on your performance in 
comprehending the material covered. Your answers to these questions do not 
contribute to your formal assessment, and you are not required to submit your 
answers for marking. 

Formal assessment is based on a multiple-choice examination. The examination is open 
book. This means that any material may be taken into the examination. The examination 
will be of three hours' duration with an additional fifteen minutes of reading time—that 
is, 374 hours in total. The examination will be based on the whole segment, which 
includes the study guide and readings. As this examination forms part of a professional 
qualification, the required performance level is quite high. In most cases, the pass mark is in the 
range of60-65 per cent. 

Self-assessment test questions are designed to complement learning points in the 
module text as well as to provide examination practice. Because of this, the availability 
of answers and discussion of response options, and also because SATs are answered 
free of the pressure of examination conditions, it is likely that SATs may appear to 
be easier, overall, than questions on the segment examination paper. It is important 
to realise that achieving high scores on the SAT questions, while a useful and 
encouraging part of your examination preparation, does not guarantee a similar 
level of performance in the segment examination. We urge you to focus on revision 
of segment content in relation to module objectives as the main thrust of your 
examination preparation, and to use SATs predominantly as a learning tool in your 
wider study of segment content. 


Administration and contacts 


Conditions of enrolment and assessment in this segment are similar to all CPA 
Program segments. 

Details on the administration of the CPA Program, enrolment procedures, and a list of 
important contacts are included in the CPA Program Guide. 
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Evaluation 


CPA Australia is keen to receive constructive comments from you on ways of improving 
this segment. CPA Australia will be evaluating the materials in a number of ways, 
including the use of a questionnaire which will be sent to a sample of participants 
enrolled in one of the semesters after the relevant examination is held. If you are 
approached to complete a questionnaire, please give it your full attention. It is most 
important that the questionnaires receive a high response rate so that any actions 
taken can be based on a reliable cross-section of participant opinion. 


Glossary of abbreviations 


AAT 

Administrative Appeals Tribunal 

ADF 

approved deposit fund 

AMV 

adjusted market value 

APRA 

Australian Prudential Regulation Authority 

ASIC 

Australian Securities and Investments Commission 

ASX 

Australian Stock Exchange 

ATO 

Australian Taxation Office 

AWOTE 

average weekly ordinary time earnings 

cc 

pre-July 1994 concessional component 

CGT 

capital gains tax 

CHESS 

Clearing House Electronic Settlement System 

CPI 

Consumer Price Index 

DA 

deferred annuity 

DFCS 

Department of Family and Community Services 

DSS 

Department of Social Security 

DVA 

Department of Veterans' Affairs 

EC 

excessive component 

ESP 

eligible service period 

ETP 

eligible termination payment 

FBTAA 

Fringe Benefits Tax Assessment Act 1986 (Cwlth) 

FC 

Federal Court of Australia 

FFC 

Full Federal Court of Australia 

FIF 

foreign investment funds 

FPA 

Financial Planning Association of Australia 

FTB 

Family Tax Benefit 

FSRA (2001) 

Financial Services Reform Act 2001 (Cwlth) 

HAS 

highest average salary 

HC 

High Court of Australia 

IC 

post-June 1994 invalidity component 

ISC 

Insurance and Superannuation Commission 

ITAA (1936) 

Income Tax Assessment Act 1936 (Cwlth) 

ITAA (1997) 

Income Tax Assessment Act 1997 (Cwlth) 

NQ 

non-qualifying component 

NSA 

Newstart Allowance 

OTE 

ordinary time earnings 

PA 

Partner Allowance 

PAYE 

pay as you earn 

PAYG 

pay as you go 

Post-June 83 

post-June 1983 component 

Pre-July 83 

pre-July 1983 component 
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pp 

purchase price 

PSF 

public sector fund 

PST 

pooled superannuation trust 

PVF 

pension valuation factor 

RBL 

reasonable benefit limit 

RCV 

residual capital value 

RN 

relevant number 

RV 

residual value 

SA 

Sickness Allowance 

SAF 

small APRA fund 

SCT 

Superannuation Complaints Tribunal 

SFN 

Superannuation Fund Number 

SG 

Superannuation Guarantee 

SGC 

Superannuation Guarantee Charge 

SGL 

Superannuation Guarantee Levy 

SGR 

Superannuation Guarantee Ruling 

SHAR 

Superannuation Holding Account Reserve 

SIS 

Superannuation Industry (Supervision) Act 1993 (Cwlth) 

SMSF 

self-managed superannuation fund 

SOA 

Statement of Advice 

SpB 

Special Benefits 

STP 

Statement of Termination Payment (form) 

TFN 

tax file number 

UC 

undeducted contributions 

UL 

upper limit of post-June 83 low-tax threshold 

UPP 

undeducted purchase price 

UUPP 

unused undeducted purchase price 

WA 

Widow Allowance 

YA 

Youth Allowance 


STUDY GUIDE 


1.1 


Module 1 


Introduction to financial planning 


Contents 


Preview 

1.3 

Introduction 

Objectives 

Teaching materials 

Part A: Overview of the financial planning process 

1.5 

What is financial planning? 

1.5 

Objectives of financial planning 

Life cycle 

1.6 

The Statement of Advice 

1.8 

Components of an SOA 

The need to plan 

1.11 

Development of the Statement of Advice 

1.12 

The procedure to be followed in developing an SOA 

The seven-step financial planning process 

1.13 

Step 1: Marketing and targeting clients 

Step 2: First interview and data collection 

Step 3: Defining and setting objectives 

Step 4: Identifying problem areas 

Step 5: Preparing written alternatives 

Step 6: Implementing the agreed plan 

Step 7: Reviewing the plan regularly and updating when needed 

Part B: The financial planning environment 

1.18 

The economic environment 

1.18 

The Australian economy's sensitivity to world markets 

Economic review and outlook 

The business cycle 

The political environment 

1.22 


Monetary policy 
Fiscal policy 

The balance of payments 
The current account deficit 
National savings and superannuation 
Superannuation savings 
Inflation 

The social environment 


1.29 





1.2 


STUDY GUIDE 


Part C: Regulatory and legal framework 1.31 

The Australian Securities and Investments Commission 1.31 

The Australian Prudential Regulation Authority 1.31 

The Financial Services Reform Act (2001) (Cwlth) (FSRA) 1.32 


What is a financial product? 

What is a financial service? 

Licensing of those engaged in the securities industry 
Obligations of financial services licensees 
When a licence may not be required 
Specific exemptions for accountants 
Authorised representatives 
'Good advice' policies 

Policy Statement 146—Ucensing: Training of Financial Product Advisers 


The disclosure framework under the FSRA regime 

Managed Investments Act 1998 1.41 

Common law 1.42 

Contracts 
Civil liability 
Guarantors 

Trade Practices Act 1974 1.44 

Superannuation Industry (Supervision) Act 1993 and the 
Australian Prudential Regulation Authority 1.45 

Various discrimination Acts 1.45 

Hearings of grievances 1.45 

Disclaimers and exclusion clauses 1.48 

Part D: Financial planning services 1.49 

Overview of service providers 1.49 

Qualities of a successful financial planner 1.50 

Quality control requirements for accounting practices 1.50 

Part E: Issues facing a financial planner 1.52 

Fees versus commissions 1.52 

The ASIC and 'fees' 

The issues involved 

Ethical issues 1.54 

CPA Australia/ICAA Code of Professional Conduct 

Part F: Review 1.57 

References 1.57 

Further reading 


Appendices 
Suggested answers 
Readings (see separate booklet) 


STUDY GUIDE 


1.3 


Preview 


Introduction 

Financial planners develop strategies to help solve their clients' financial problems and 
achieve their clients' short- and long-term financial goals. Accordingly, accountants 
providing financial planning services need a variety of skills and knowledge to deal 
with the complexities that surround the interaction of the various components of the 
financial planning process. Economic environments, both domestic and international, 
influence investment markets and consequently investment strategies must be 
developed when determining and selecting financial products. 

This module provides an overview of financial planning and the financial planning 
process. The financial planning process is dependent on the economic, social and 
political environment. Each of these is discussed in both a micro and broader context. 

The module also outlines the actual steps involved in the financial planning process, 
and the basis needed to develop a financial plan. 

As part of the financial planning implementation process, some financial problems are 
solved by using investment products, legal instruments or rearrangements of assets, 
liabilities and cashflow. Therefore, it is essential for a competent planner to have 
detailed knowledge of these matters, as well as of the economic environment, tax and 
social security consequences and implications which may arise. 

The regulatory and legal framework, including licensing and compliance requirements, 
disclosure requirements and quality assurance requirements for accounting practices 
are discussed. 

Finally, some fundamental issues that face a provider of financial planning services 
including whether to charge a fee for service or to accept commissions, and ethical 
dilemmas related to professional conduct are discussed. 


Objectives 

At the conclusion of this module you should be able to: 

□ identify and explain the key components of financial planning; 

■ define the financial planning process; 

■ appreciate the various stages of a client's life cycle, and the client's changing 
objectives at different points in that cycle; 

s outline the steps involved in the development of a Statement of Advice (SOA) and 
how to gather client information; 

a understand the major implications of the economic, political and social 
environment for financial planning; 

■ be aware of the regulatory and legal framework, compliance issues and disclosure 
requirements affecting financial planners; 

■ give an overview of the major service providers in the financial planning sector; 

■ appreciate the ethical issues involved in financial planning, including its 
regulations and controls; and 

■ appreciate the ethical issues involved when the adviser is remunerated by fees 
versus commissions. 
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Teaching materials 

■ Members' Handbook 

The CPA Australia/ICAA joint Code of Professional Conduct contained in Section 
13 of Volume 1 

PP 2 Public Practice Disclaimers 

PP 5 Quality Assurance Program 

SAB 4 Society By-Laws 

APS 2 Engagement Letters to Clients 

APS 4 Statement of Quality Control Standard 

APS 5 Quality Control Policies and Procedures 

S3 Readings 
Reading 1.1 

'Policy Statement 164—Licensing: Organisational capacities' 

Australian Securities & Investments Commission 

Reading 1.2 

'Policy Statement 166—Licensing: Financial requirements' 

Australian Securities & Investments Commission 

Reading 1.3 
'The right advice' 

Beth Quinlivan 

Reading 1.4 

'Policy Statement 175—Licencing: Financial product advisers: Conduct and 
disclosure' 

Australian Securites & Investments Commission 
□ Reference text 

Quality Control Management in Accounting Practices: A Guidance Manual for 
Practitioners . If you are working in public practice, you may have ready access to 
this important reference. Although you are not expected to buy a copy of the 
manual, you should be familiar with PP 5 of your Members' Handbook which 
outlines the thrust of the Quality Assurance Program for members in public 
practice, APS 4 Statement of Quality Control Standard and APS 5 Quality Control 
Policies and Procedures. 
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Part A: Overview of the financial planning process 


The need for financial planning is not limited to high income earners. Everyone needs 
to plan their personal and business finances in order to achieve their financial 
objectives. As a consequence of society's affluence, changing economic environments 
and investment markets, more people need professional assistance in establishing, 
managing and fine tuning their personal finances. 

There is an extensive range of investment products, tax-effective vehicles, insurances, 
saving and retirement options offered to the public in a largely uncoordinated manner. 
Before we go into details of these and other elements included in the financial plan and 
in the financial planning process, we briefly explain the meaning of financial planning 
and how life cycle issues affect financial planning considerations. 


What is financial planning? 


Financial planning is much more than a means of obtaining wealth; it is a complex, 
comprehensive and interdisciplinary process. It takes years of study and experience to 
become a competent professional in any field, and this is true of financial planning. 

Tillman (1988) of Georgia State University describes financial planning as: 

A process through which persons focus on their values, needs and desires, to 
formulate their aspirations, establish goals and commit themselves to a program of 
accomplishment Money and wealth are only the symbols and language used to 
analyse and format the approach to obtain innermost needs—both material and 
spiritual [emphasis added]. 

According to Hallman and Rosenbloom (1993) of the University of Pennsylvania, 
financial planning is: 

... the development and implementation of total, coordinated plans for the 
achievement of one's overall financial objectives [emphasis added]. 

Financial planning is time consuming and arduous, and often, when an ideal set of 
solutions appears to have been found, other considerations emerge. Financial 
planning is an art, not a science, and as such more than one solution is not only 
possible, but customary. Invariably, no two financial planners will produce the same 
answers to given situations, especially where the facts are complex. 

The financial planner needs to establish a relationship with the client; facts and data 
must be gathered to help determine goals and objectives; feasible alternatives must be 
determined to achieve goals; and plans must be implemented, reviewed, monitored 
and modified to fit changing circumstances, on a periodical continual basis. 

Personal financial planning is more than just investing. In general terms, it should be a 
disciplined and dynamic procedure which develops, implements and maintains a 
unique and coordinated set of actions and arrangements. These are designed to achieve 
a person's overall financial objectives over time and in accordance with that person's 
dynamic and changing personal affairs. It is important to recognise that each client's 
financial objectives are different, based on individual circumstances, attitudes, goals 
and needs. Investment is a critical element of financial planning. However, financial 
planning is not merely the ad hoc purchase of a range of investments. As you will study 
further in this and later modules, financial planning involves a detailed examination of 
a client's current and future financial needs and takes into account virtually all financial 
aspects and lifestyle requirements of that person. 
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Objectives of financial planning 

The financial objectives of each individual differ vastly, but it is still possible to classify 
the individual's financial objectives as follows: 
m management of personal risks such as: 

■ retrenchment and unemployment, 
o premature death, 

■ medical and accident expenses, 

■ income losses due to disability, 

■ property losses; 

m remuneration planning; 

■ retirement planning including social security entitlement; 

□ estate planning; 

□ taxation planning; 

■ investment planning and implementation strategies; and 

□ capital and liquidity planning to cover contingencies for personal emergencies 
and general investment portfolio liquidity, reserves and savings other 

than superannuation. 

The personal financial planning process to fulfil the client's objectives requires 
expert information from several specialised financial fields including taxation, estate 
planning, personal insurance, superannuation, social security and investment 
planning. Therefore, the adviser should coordinate and integrate the knowledge of 
those disciplines to meet the client's financial objectives. 


Life cycle 


People's lives evolve through various stages which involve different personal and 
financial issues and concerns. Therefore, the financial planner must take life cycle issues 
into account to provide for the changing financial needs of clients. These indicative life 
cycle stages are summarised in Table 1.1. 


Table 1.1 

Life cycle stages 

Stage Age 

1 Youth/first job 17-24 

2 Young couple 25-34 


3 Growing family 35-44 


4 Middle age 45-54 


Major financial/personal issues 

Education expenses, first job and disposable income, first 
superannuation, first savings, start saving for first home, first 
expenses for rent, car, travel and credit card. 

Marriage, dual income, career development, purchase of first 
home, minimisation of non-tax-deductible mortgage, birth of 
children, single income, need for various personal and property 
insurances, a will, planning children's education, superannuation. 

Counting every dollar, education expenses, growing family 
expenses, return to dual income, superannuation, upgrading/ 
changing home to accommodate growing family, starting to plan 
for retirement. 

Dual income, children leaving home, caring for aging parents/ 
receiving inheritances, mortgage paid off, greater contribution 
to superannuation and savings from surplus income, more 
leisure activities. 
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5 Empty nest 55-64 Opportunity to continue to work and accumulate assets, 

assisting children and grandchildren, need for a smaller home, 
preparing for retirement and retirement income budgets, 
conversion of superannuation savings into retirement 
income streams. 

6 Retirement 65 and over New interests, travel and hobbies, retirement, monitoring 

retirement income and investments, health issues, reviewing 
wills and estate planning. 

Source: Adapted from McDonald, Day & Bennett (1994), pp. 13-14. 


You should always bear in mind that each client is unique and that not everyone will 
experience these classical stages in life. The financial plan needs to be flexible enough 
to cope with changes in the life cycle stages. The plan should always be tailored to the 
client's individual circumstances. 

Regardless of the individual, there are certain key issues to consider in any particular 
stage including: 

□ savings; 

□ taxation; 

a debts and/or mortgage control; 

■ balancing lifestyle and investment decisions; 

■ personal and property insurance; 

a health; 

a retirement planning; and 

■ estate planning and wills. 

When developing an SO A, the role of the financial planner is to address all these 
issues for each client. 

Consider how Table 1.1 might need to be adapted for the following situations: 
m a dual income couple with no children, who marry in their early 30s after both have 
established independent careers; 

m a couple who have both been previously married, and who start a second family; and 
» an individual who divorces, has a partner that dies, who does not marry or is unemployed for 
an extended period. 

Also consider other major factors which may impact on the suggested stages and how these 
stages may vary. 

The following discussion is based on the stages outlined in Table 1.1 above. 

Stage 1. In this first stage it is important to lay the foundation stones for future financial 
security in the retirement stage by saving early, including superannuation and other 
savings options. For example, $1000 invested at the age of 20 with 8 per cent net annual 
growth rate will grow to $31 920 in today's dollars at the retirement age of 65. This may 
be compared with investing more at a later age. The effects of the time frame for 
investment and compound interest need to be fully understood. 

Speculative investments, such as shares, could be made in this stage to obtain higher 
returns, but diversification of investments is important in all stages of the life cycle to 
minimise the possibility of overall losses being incurred. 

Debt, especially where the interest component is not tax deductible, should be kept to 
a minimum to maximise savings. Setting long-term financial goals and budgeting are 
also important factors in this stage. 




STUDY GUIDE 


1 .8 


Stage 2. Marriage, children arriving, mortgage commitments and career developments 
tend to occur in this stage. Income protection and life insurances provide protection 
against loss of income through sickness or accident. They also provide security for 
paying mortgage payments and family expenses in the case of death, disability or 
accident. Superannuation and other long-term savings/investments (for example, unit 
trusts, insurance bonds, shares) could be undertaken to start accumulating assets 
which will provide financial security after retirement. 

Stage 3. There is often a return to dual incomes during this stage. Children are 
generally at school and education costs need to be met. Insurance and estate planning 
including the making of wills are important factors in providing for the financial 
security of the family. Superannuation will form a major part of long-term savings for 
retirement planning. 

Stage 4. Maximum saving is generally possible because of the peak income level of 
dual income families. As the capital outstanding on the mortgage reduces, so will the 
interest liability and repayments are mainly against the capital. Children have grown 
up and some of them leave home. Wills must be updated regularly. This stage should 
incorporate the initial preparation for retirement. 

Stage 5. There is still opportunity to contribute to retirement savings because it is likely 
that children have left home. The role of the financial planner is important in this 
stage as well. Personal insurance, refining of investments and updating estate planning 
are necessary. 

Stage 6 . People can pursue different leisure pursuits after retirement. Estate planning 
and wills, insurance, health and budgeting are important factors for this stage. 

The financial planner's role is to help the retiree make decisions about his or her 
rollover options. Investment options for the retiree include various annuities, 
pensions, direct investments and/or investment trusts (for example, cash management 
trusts, income trusts, balanced funds, property trusts and share trusts). 

Investments and options available at each stage of the life cycle will be discussed in 
detail in Module 3. 


The Statement of Advice 


The financial planning process is encompassed in an SOA. An SOA is a written 
document which describes the client's current financial situation, sets goals for the 
future, describes how those goals might be achieved, and discusses future income 
needs and the amount of capital which may be required to meet those needs. 


Components of an SOA 

The major components which should be included in an SOA are illustrated in 
Figure 1.1. 



Figure 1.1 



We will now discuss each aspect in more detail. 


Goa! setting 

The client's goals must be identified and considered. Goals should be defined clearly 
and need to be realistic. Broad goals, such as 'becoming financially independent', are 
inadequate and need clarification. Conflicting or impractical goals need to be redefined 
into realistic and realisable plans. Current and future lifestyle requirements must be 
defined and taken into account. Examples of goals are: 
b to replace the current car in two years time; and 
B3 to save a deposit for a holiday home within two years. 

Note that these goals are specific and include a set time frame. 

Lifestyle planning 

Lifestyle planning includes consideration of the cost of the chosen or desired lifestyle 
of the client. Examples include the client's own home, contents, travel, hobbies, and 
self-education. Although some financial advisers pay little attention to this aspect of 
financial planning, you should be aware that clients are unlikely to accept your 
advice—particularly in the longer term on other aspects of financial planning 
objectives—if you ignore the important aspects of their lifestyle considerations. 

Think about yourself and your lifestyle. How would you feel and respond if someone suggested that 
you stop playing your favourite sport or trade in the car that is your pride and joy for a cheaper one 
because you would be better off financially in retirement? 


Tax planning 

An essential element of financial planning is to consider tax issues and how they impact 
on a client's financial position. Tax planning means legitimately minimising the client's 
tax liability. Tax affects a variety of aspects of financial planning. Estate planning, 
remuneration planning, salary packaging, the inclusion of tax-free or tax-advantaged 
investments and tax planning techniques where appropriate, and provision of funds for 
payment of tax are all necessary components of financial planning. 
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Retirement planning 

Retirement planning focuses on planning your client's lifestyle requirements in 
retirement and building and preserving superannuation, pension entitlements and 
other assets which ultimately produce a comfortable income to live on in retirement. 
Periodic review of financial strategies is an essential part of achieving financial 
independence in retirement. It is essential that a financial planner determines what 
retirement means to the individual client. The retirement planning process should be 
developed so that the client is able to retire with financial comfort and dignity. 
Superannuation, eligible termination payments and capital growth assets are all 
necessary components of retirement planning. 


Risk management and insurance planning 

Insurance cover provides protection against losses for the client, their family and 
assets. It involves ensuring that dependants are adequately protected against 
unexpected disasters. Death and disability insurance, income protection insurance, 
insurance of assets and business insurance all need to be incorporated into an SOA. 

Risk management and insurance planning include making decisions on whether to 
retain or transfer risks. A risk is transferred by insuring against it. Both retained and 
transferred risk are discussed in Part A of Module 2. Risk management and the use of 
insurance form part of the financial planning process as mechanisms that help protect 
the current and desired future financial positions. 


Estate planning 

Estate planning means adequately protecting the client's estate and providing for its 
orderly and smooth distribution to the chosen beneficiaries both during the client's 
lifetime and after the client's death. Estate planning should be an integral part of 
the financial plan, and should start early to cater for the possibility of unexpected 
incapacity or death. Estate planning is especially important where there are dependent 
children for whom provision should be made. 

The following issues and factors should be considered for estate planning: 
m whether a valid will exists, and if so, whether it needs updating; 
b recording where the will and other important documents and papers are kept; 
m whether a power of attorney exists or should be granted; 
m whether a family trust should be established; 

■ whether a testamentary trust is an appropriate strategy; 

□ guardianship of dependent children and who will invest any money left to look 
after those children; and 

■ business succession planning. 

Investment planning 

Investment planning focuses on building assets and generating income and/or growth 
from those assets. It is important to ensure that any strategy provides liquidity to meet 
day-to-day needs and accessibility to meet unexpected needs. It is essential to plan 
appropriate investments which will provide the client with income and growth, and to 
review those investments periodically. For example, it is not appropriate to plan for 
financial independence at a young age and then invest only in an interest-bearing bank 
account. This is because all the interest is taxable, and inflation reduces the real value of 
the capital amount as there is no growth component in that type of investment. 
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Investment planning involves developing strategies which maximise investment 
returns, protect capital from inflation and provide investment diversification and 
portfolio balance. 

Investment advice is only a subset of financial planning. It forms a part of the SOA, 
and financial planners need to know about a range of investment options and 
investment products. Most importantly, they must have the knowledge and ability to 
identify and explain which investments are appropriate for a particular client. To do 
this, the planner must take into account the following information and characteristics 
for each client: 

■ age; 

□ family situation; 

□ tax considerations; 

□ income; 

□ expenses; 

□ assets; 

□ liabilities; 

□ liquidity issues; 

□ resources; 

■ goals, including current and future lifestyle requirements; 

■ retirement plans; 

■ temperament; 

■ risk tolerance; and 
a health. 

Note this list is not exhaustive and the specific circumstances unique to each client 
needs to be taken into account. 

Clearly, each financial planning area impacts on the other areas. An SOA links and 
integrates each of the different elements into an overall strategy specifically tailored to 
each client's unique set of circumstances and requirements. 


The need to plan 


Some people fail to plan because they procrastinate, think their income or assets are 
high enough not to need planning, or that their affairs are in order. However, failure to 
plan can result in unforeseen losses or costs or unnecessary expenditure. For example, 
inadequate or non-existent insurance protection to cover financial loss in the event 
of unforeseen events such as death, serious injury, or a car accident can result in 
financial disaster. 

It is important to review all SOAs on an ongoing basis in order to: 

■ plan and cope with changes in personal circumstances, legislation, and the 
financial market; 

■ make decisions which take into account the relativity of inflation rates and interest 
rates. For example, the 1980s was a period of relatively high rates of inflation and 
negative real interest rates (that is, where gross interest rates were below the rate of 
inflation). This has been replaced in the 1990s with relatively low inflation and 
positive real interest rates (that is, where gross interest rates exceed the rate of 
inflation). However, historical data may in many cases not be a good basis for 
making investment decisions. You should be aware that some investments, such as 
negatively geared property, are being sold on historical data based on high inflation 
rates, and that gains will be much lower, or non-existent in an environment of 
lower inflation (an issue which will be covered in detail in Module 3); 
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■ provide a road map so that the client identifies where he or she is going; and 

■ improve the present by developing strategies which bring such matters as excessive 
debt under control, as well as improve the future by developing strategies which 
fulfil desired objectives. 

The foregoing reasons indicate that it is good sense to review (and if necessary revise) 
all financial plans on a periodic basis, either annually or biannually. 


Development of the Statement of Advice 


The comprehensive SOA needs to meet your client's objectives in life. The financial 
planner can be likened to a financial doctor, a strategist who is creative rather than 
historical—a person who examines the current situation, probes until all problems are 
uncovered, then writes out the prescription to cure any current problems whilst 
preventing potential future problems. 

Financial planning involves considering and integrating all possible income sources. 
There are four main ways that money is usually received in life. These are from: 

□ working; 

□ investments; 

m inheritances; and 

■ Commonwealth Government payments. 

Financial planning is a complex field. It is a comprehensive process which must 
recognise individual uniqueness, take into account all foreseeable eventualities and 
the client's point on the life cycle. 


The procedure to be followed in developing an SOA 

A properly constructed SOA is a written document which should be prepared with the 
help of an appropriately qualified and experienced person. An important role of the 
adviser is to assist clients to develop financial objectives which can be used to assist in 
making well-informed financial decisions. 

The development of an SOA may involve working with other professionals such as 
legal advisers and insurance brokers. 

The detailed development of an SOA, the steps involved and the financial planning 
process are discussed in greater depth in Module 8. Changes in economic conditions 
due to Government policy and/or overseas economic influences will also play an 
important role in any decisions. 

It is important to recognise that financial planning is a personal service dealing with a 
dynamic process, and a client's objectives will change over time. Financial planning 
means managing personal finances in a business-like, effective and well-informed way. 

The SOA should follow the requirements in PS 175. This is explored in more detail 
later in this module and in Module 8. 


Question 1.1 

How are financial planners similar to accountants in their knowledge and skills? 

What extra skills do you consider are required by an accountant to become a competent 
financial planner? 
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The seven-step financial planning process 


The financial planning process should follow the seven broad steps listed in Figure 1.2. 


Figure 1.2 

Financial planning process 



Each step is discussed briefly below. 


Step 1: Marketing and targeting clients 

The financial planning process begins when a client needs financial planning services. 
Even when you have an existing client who uses your services for other purposes—for 
example, tax advice—the client needs to be aware that you offer financial planning 
services or he or she will go elsewhere. It is therefore important to market and clearly 
define the services you offer and to target existing and potential clients. This will include 
the provision of an Advisory Services Guide and Disclosure of Capacity to the client. 


Step 2: First interview and data collection 

The process of developing an SOA should begin with the first interview in which all 
relevant information about the client should be gathered. The first step in developing 
an SOA is the collection of data. 


Gathering client information 

Gathering client information is usually carried out with data collection forms. 

Forms should be designed to gather all relevant personal and family data and financial 
details for those people who are to be covered or affected by the SOA. You should keep 
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this form on file. The data collection form provides the framework and basic 
information which defines the scope and parameters of the financial planning service 
required. Questions in the data collection form should be designed to include basic 
data about the client, and to incorporate fine detail about the client's current financial 
position. 

The data collection form should include, but not be limited to, details of name(s), 
address, date of birth, tax file number (remember to observe privacy rules), names of 
other specialist advisers including insurance agents, solicitors, next of kin, details of 
any powers of attorney, when the client's last will was made out and any special needs. 

To ensure all questions have been covered during the interview, where a part of the 
data collection form does not apply to the client the adviser should write that the 
question is not applicable. The client should sign this form when it is completed to 
verify its accuracy. 

During this interview it is important that you make the client aware that you cannot 
give effective advice unless you are provided with complete and detailed information 
about the client's: 

■ present financial position and personal details; 

u financial and non-financial needs and objectives; and 

■ attitude to risk—for example, his or her comfort level with respect to particular 
types of investments. 

Some clients will not be prepared to disclose all of the information sought in the data 
collection form. In such cases this should be clarified by ensuring the client signs a 
limited advice statement/authorisation, both at the point when the data collection 
form is completed and also in the form of an acknowledgment that specific advice 
was not provided to the client when investments are made or insurance is taken out. 
Do not allow the client to leave it blank for you to decide, you cannot make decisions 
on a client's behalf. 

A sample data collection form, with a client declaration, is included as Appendix 1.1. Some other 
style or format could serve to gather client information equally well. This sample may help you to 
prepare the right questions to ask your clients, or you can modify it to satisfy your own particular 
requirements or style. 

Read through this form now. 

Think about why each of the items on the form have been included. How do you rate their 
importance? Will the importance of different issues change over time for a client? Apply the items 
on the form to your own specific situation. Think about which questions are relevant to you, and 
which questions would have had a different level of importance to you a few years ago. Keep your 
answers in mind as we talk about them in later modules. 

Some hints for filling out the form: 

■ make sure that the data collection form is readable because it should be retained 
as part of your working papers; 

■ when the client has filled in his or her details on the form, you may decide to jot 
down additional thoughts, 'what if strategies discussed and recommendations 
on the form; 

■ using a different coloured pen for your thoughts and recommendations will make 
it easier to identify what information was actually provided by the client; 

■ ensure that the client signs the data collection form to confirm that it is an 
accurate representation of his or her financial position, objectives and needs; 
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n where only limited advice is sought, ensure that the client has signed the data 
collection form to acknowledge this; and 
■ be aware of the need to consider, revise and update the information to take 
account of changing situations—for example, a partner's death, or receipt of 
an inheritance. 

Client acknowledgment 

As part of your quality assurance procedures, when advice has been given to a client it 
is prudent to ask the client to acknowledge the level of that advice. 

A sample client acknowledgment form is included as Appendix 1.2 which you may choose to adapt 
for your own use. Read this now. 

Why do you think each of the items on the form have been included? 

Some of the things you should have thought about are the planner's requirement to disclose interests , fees and 
commissions , limiting the risk exposure of the planner by not giving guarantees of growth, and having the client 
acknowledge in writing the risk of inadequate insurance. 


Step 3: Defining and setting objectives 

During the initial interview you should establish the client's: 

■ current financial position and goals; 

■ needs for income, growth, liquidity, tax planning and management of financial 
affairs and investment; 

■ income and other sources of finance to meet the client's needs; 

■ special requirements and aversions; and 

■ level of knowledge, desire and ability to manage their own financial affairs. 

You should also use the first interview to establish a business relationship with the 
client based on your credibility and integrity. You should identify the value of the 
services you can offer over those of your competitors. Where appropriate, you could 
also discuss the advantages and disadvantages of various strategies which may be 
suitable for the client. 

Before the first interview ends you should: 

■ advise the client of the basis on which fees will be calculated, and clearly define 
the billing arrangements as set out in the FSG; 

■ contract with the client to produce an SOA. The extent and nature of 

the services to be performed should be detailed in an engagement statement or 
letter of engagement to avoid any misunderstandings or problems at a later date. 
(You should read APS 2 of your Members' Handbook for further information on 
engagement letters.) 

In this preliminary phase, you must also define and establish the client's objectives. 
What is it that the client wants to achieve? Establish realistic short-term, medium- 
term and long-term objectives. For example, a client's personal objectives may be: 

■ short term—to increase discretionary income through eliminating non-deductible 
interest by repaying a home loan quickly; 

□ medium term—to create wealth from growth investments by minimising income 
tax legally through tax planning mechanisms; and 
n long term—to be financially self-sufficient in retirement. 



1.16 


STUDY GUIDE 


In most cases, the client will need some help to develop clear financial objectives. 
During this part of the process, you should consider income, capital growth, security, 
liquidity, flexibility and the client's time frame. Relate these considerations specifically 
to the client, together with any relevant non-financial aspects. Specific considerations 
for a particular client might be: 

■ maintaining existing lifestyle/lifestyle requirements, such as upgrading the 
family home; 

■ security of investments; 

B providing funds for future education expenses; 

■ protecting the family's employment or business income via income protection, 
disability and death insurance cover; 

■ providing a particular level of income or asset accumulation; 

□ estate planning; and 

■ having a certain amount of assets which are easily accessible. 


Step 4: Identifying problem areas 

Problem areas will differ for each client but may well include: 
m whether the current situation can accommodate current financial goals; 
m deficiencies which need immediate attention, such as not having a current will or 
adequate insurance—make sure these deficiencies are covered and adequately 
dealt with in the SO A; 

□ matrimonial issues; and 

m whether future financial goals, based on current income and investment portfolio 
and asset allocation, can be achieved, or exceeded—financial planning software is 
often used to assist in this task. 


Step 5: Preparing written alternatives 

Once the client's financial objectives have been identified, the next step is to prepare 
written alternatives. To do this you need to develop a strategy which incorporates 
those objectives. Ensure that any strategies are within the client's risk profile—for 
example, it is pointless developing a strategy involving gearing if a client has a low 
risk tolerance. Seek specialist advice in areas which are outside your area of expertise. 
Where costs are involved and the client does not wish to obtain the specialist advice, 
you should confirm that you had suggested specialist advice—for example, where the 
preparation of a legal document is required. Such documents can only be prepared by 
a person with the requisite legal qualifications. 

When preparing written alternatives, you need to: 

■ ascertain assets and liabilities (that is, formulate a balance sheet) and compute net 
worth—identifying the client's current financial position includes: 

■ working out the periodic budget, 

B establishing the amount of income required to meet expenses, 

□ calculating the value and maturity date of, and income produced by, any 
current assets, including the client's own home, 

B ascertaining current retirement benefits, including superannuation and social 
security pension entitlements, lump sums such as long service and annual 
leave, 'golden handshakes' and so on, 
b ascertaining any unique financial issues and problems; 

■ project the client's income from employment or business—list current employment 
benefits and the value of any current or projected remuneration package; 

■ list insurance currently held and appropriateness of insurance; 

■ keep careful records of data gathered during interviews and from collection forms; 

■ keep tax in the right perspective, by looking at the after-tax effect of alternatives, 
rather than concentrating on tax savings; 
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■ gain advice from the most qualified people in areas outside those of your own 
expertise; and 

□ keep your knowledge of investments up to date. 

The written SOA should contain alternative solutions and recommendations. Consider 
alternatives and possible outcomes by preparing written alternatives and advice which 
take into account all financial and other relevant aspects of the client's affairs, 
including: 

E3 personal goals (retirement, estate planning, and so on); 
n lifestyle requirements; 

□ investment time frame; 

□ insurance requirements; 

□ effects of tax and social security; 

□ anticipated inheritances; and 

□ anticipated forthcoming large expenses—for example, an overseas trip, or 
replacement of a car. 


Step 6: Implementing the agreed plan 

Be aware and sensitive to the fact that clients have the right to reject those parts of an 
SOA with which they do not agree or do not wish to proceed. Implementation of the 
SOA can only occur after the client has approved and selected alternatives. Help the 
client to follow through with the plans. (Note that Module 8 provides an example of a 
complete SOA.) 


Step 7: Reviewing the plan regularly and updating when needed 

You should ensure that you inform the client of the necessity for periodic reviews 
and reviews when the client's circumstances change. In addition, personal objectives 
are not static. Circumstances could also change due to legislative or economic 
changes. When necessary, revise the SOA. This should be done in some form at least 
annually. 
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Part B: The financial planning environment 


The financial planning process needs to encompass facets of the current environment 
because this process is affected—both directly and indirectly—by the economic, 
political and social environment. The following figure shows the financial planning 
and related environments. All of these variables change over time, and therefore are 
sources of risk. The current account deficit, national savings, superannuation and 
social security have all become 'political footballs' which are subject to changing 
policies, particularly in the event of a change of government. 


Figure 1.3 



You should be aware of the impacts these environments may have and take them into 
account when considering various aspects of financial planning, including the client's 
present and projected tax position, social security issues, investments available, tax 
ramifications of those investments and fund manager and investment performance. 

In this part, the economic, political and social environments will be reviewed to 
indicate how they affect the financial planning environment. For the purpose of this 
discussion, these environments have been treated as discrete, but in reality, as Figure 1.3 
indicates, they interact with each other to impact cumulatively on the financial 
planning environment. 


The economic environment 


At any given point in time the current economic environment will affect the 
performance and returns on investment markets and products, especially at the macro 
level. It must therefore be considered during the analysis of investments, and the 
development of investment strategies, as timing is often as important as the quality 
and diversification of investments. 


The Australian economy's sensitivity to world markets 

Australia had a population of over 19 million people in 1999. The population is 
projected to increase to between 24.1 and 28.2 million by 2051. Geographically, most 
of the population is concentrated around the six State capital cities, and near to the 
coast. In recent years manufacturing has declined in relative importance, and this 
decline has resulted in increased retrenchments and unemployment levels, particularly 
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in those cities with a substantial manufacturing base. The population outside the 
capital cities, whilst relatively small in number, in general is supported by income 
generated initially from primary production and mining. Rural areas are often 
adversely affected by extreme weather conditions like droughts, floods and cyclones. 
This sector is also more likely to feel the effect of international developments such as 
trade sanctions and changing commodity prices. 

At the same time, the service sector has increased in importance, particularly in the 
areas of tourism and financial services. Development in the financial sector has been 
influenced by: 

a the floating of the Australian dollar and deregulation in the early 1980$; 

■ the subsequent influx of foreign banks in 1984, and, in 1992, further lifting of 
restrictions on foreign banks which allows them to operate as a branch, rather 
than as an incorporated subsidiary; and 

h the lifting of restrictions on foreign borrowers in 1991 which allows them to 
borrow on the domestic Australian dollar market. 

These events have seen a dramatic increase in the volume and complexity of capital 
transactions with the rest of the world and have resulted in Australia being one of the 
world's most financially open economies. In short, the Australian economy is 
substantially influenced by international economic and financial developments. 

Many of Australia's exports are standardised primary products such as wool, wheat, 
meat, sugar, metals and minerals, with prices determined by world supply and 
demand. Whilst many exports are low value-added goods, many imported goods have 
a high value-added content. Commodity price fluctuations can be exaggerated when 
industrial activity increases demand for primary products. This occurs when demand 
exceeds supply, stocks reduce, and the higher demand and speculative buying causes 
commodity prices to rise sharply. The reverse applies in a downturn, with reduced 
demand, increased stock, and sharp falls in commodity prices. Since much of 
Australia's export economic activity is based on commodity markets, any changes in 
commodity prices affect Australia's economy. For example, the fall in world wool 
prices in December 1995 and the Reserve Bank's reduction in its gold reserves in 1997 
caused a 'ripple' in the economy. 

Fluctuations in commodity prices are also caused by other factors, including: 

■ primary product exporting countries, particularly those which need to maintain 
export cashflows to service large foreign debts, selling farm products on the world 
market at subsidised prices; 

□ discriminatory purchasing practices being used by the main industrial countries; 

■ political upheavals causing speculative or precautionary buying of certain strategic 
commodities such as gold; 

■ technological substitution—for example, manufactured synthetics, which reduce 
demand for raw materials; and 

b technological improvement, which reduces the demand for basic commodity 
inputs per unit of output. 

These factors cause export earnings to rise and fall in line with the cyclical trends of 
the world economy. 

On the import side, Australia's high and rising dependence on imported manufactures, 
especially aircraft, machinery, equipment and luxury consumer goods, is not generally 
subject to the same price variations as its commodity exports. In simple terms, an 
increase in domestic disposable income and investment can stimulate demand for 
these imports. However, Australia's small population means its demand for goods is 
only a minute fraction of world demand, so local economic policies and conditions 
generally have little effect on the price paid for imports. Tariff policies and exchange 
rates affect the price paid for these imports. 
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These factors mean that Australia is a price taker for both its imports and exports and 

that the Australian economy is heavily dependent on world markets. 

The major complexities in Australia's economic environment, as they impact on 

financial planning, are listed below. 

is Internationalisation of markets —this has resulted in Australian markets being 

increasingly influenced by what happens in overseas markets. Another implication 
of this is the ease with which large sums of money can be transferred between 
countries or markets, resulting in volatility in exchange rates and interest rates. 

□ Financial deregulation— this has widened the range of investment alternatives since 
the early 1980s. It also increased the supply of financial services to the public. 
Examples include access to investments by small investors via pooled investments 
such as bond trusts and international share trusts. 

■ Currency fluctuations —these affect the value of local investments, goods and 
services and international investments. 

■ Business and investment cycles —advisers must be aware of these cycles as reflected 
in expansion and contraction phases in the economic environment at different 
points in time. 


Economic review and outlook 

The Australian economy continued to hold up strongly early in 2004, despite the 
Reserve Bank's concern about the housing bubble and increases in official interest 
rates in November and December 2003. In March 2004, unemployment hit a 14-year 
low of 5.6 per cent, and GDP showed an annual growth rate of around 4 per cent. 

The year 2004 signalled a resurgence in global economic growth. Interest rates in the 
United States remained at historically low levels and employment growth and 
industrial production were strong. Europe, although slower to recover, showed signs of 
improvement, and even Japan saw increases in domestic demand and growth in 
exports early in 2004. 

Sharemarkets around the world made strong gains in late 2003 and early 2004. The 
US S&P 500 rose over 35 per cent in the 12 months to March 2004, while April 2004 saw 
the Australian All Ordinaries Index hit an all time high, surging above 3440 points. 

The biggest threat to global growth remains the patchy recovery in the US and the 
ever-present threat of terrorism. The biggest danger signs for the local economy in 
2004 will be the slow down in housing growth and concerns over record household- 
debt levels, especially if interest rates rise. 


Question 1.2 


A client would like to place some of her funds in an international investment Consider how 
complexities in Australia's economic environment might affect her financial planner's advice. 
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The business cycle 

The business cycle has a strong effect on financial markets, which continuously 
assess the economic developments causing prices of bonds, shares and real estate to 
fluctuate. Therefore, financial planners must be aware of the cyclical nature of the 
economy when providing investment advice. In particular, short-term investments 
will be affected by phases in the business cycle. 

The business cycle describes the phenomenon of periods of expansion and contraction 
in economies. It consists of four phases—recession, recovery, boom and contraction. 
The problem with the business cycle is that no two cycles are the same in length, 
intensity or fluctuations, so at any given point in time it is difficult to say when 
Australia might be approaching a peak or trough in the cycle, because trends do not 
proceed in a smooth upward or downward movement. The four phases of the cycle 
are shown in Figure 1.4. 


Figure 1.4 



These phases can be explained as follows: 

1 Recession (or depression if prolonged). During this period unemployment is 
high, there is reduced output and excess capacity in most secondary industries, 
and few profitable investment opportunities, resulting in high levels of liquidity 
and lower levels of investment. Return on all investments is low where interest 
rates fall following government intervention to stimulate the economy. 
Economists technically describe a recession as two consecutive quarters of 
negative growth. 

2 Recovery/expansion . This period is marked by increases in investment and consumer 
spending, employment, wages and price levels. Economies move into the recovery 
phase of the economic cycle after a slowdown or recession. A 'V-shaped recovery' 
means that a rapid slowdown in the economy is likely to be mirrored by an 
equally rapid recovery. A 'U-shaped recovery' means that an economy will take 
some time to recover after bottoming out. 
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3 Boom. Early in this phase, the price of property tends to rise due to increased 
demand and inflation. Economic indicators and employment typically peak 
during this period. Interest rates increase as government intervention occurs to 
reduce demand. Business costs increase and business optimism and the rate of 
investment start to decline; there are indications of adverse trends in international 
trade. Share prices may start to fall. 

4 Contraction . During this period there is generally a decrease in the level of national 
income, aggregate spending, prices and real wage levels. Lower returns on 
property and shares in this phase can result in an increased demand for fixed 
interest investments. 

The length and intensity of the phases of the business cycle are difficult to predict, as they 
are affected by the economic policy of governments both domestic and international. 

The business cycle influences financial planning because: 

■ the current stage of the cycle affects the way businesses behave, their dividend 
policies and, as a consequence, share prices; and 

■ it assists timing decisions of making and quitting investments—for example, 
making investments in fixed interest securities in the boom phase, when interest 
rates are high. 

Bond and share markets in Australia are affected by business cycles of major 
international countries (such as the United States, Japan, Germany, and the 
United Kingdom) as well as by domestic conditions. Financial planners need to monitor 
both domestic and international conditions, even when the investment is made 
domestically. If interest rates rise then both the $A and long bond yields may suffer. 

Economic indicators such as gross domestic product (GDP) are used to provide 
indicative pointers of where the economy is at in the business cycle. These indicators 
are generally historical. Retail sales and building initiatives are examples of leading 
indicators which have preceded the phases in the business cycle. 

One important indicator of the strength of the economy is housing-finance approvals. 
The number of housing-finance approvals for owner-occupied dwellings declined 
3.3 per cent in February 2004, the fifth consecutive monthly decline, reflecting the 
fact that the housing boom appears to be slowing. The CPI rose 2.4 per cent between 
the December quarters of 2002 and 2003. Interestingly, increases in food costs were 
one of the major contributors to the rise in the CPI, with food prices rising 3.4 per 
cent in the 12 months to December 2003. After 12 months of good growth, retail sales 
were weak in February 2004, perhaps as a result of interest rate rises late in 2003. 


The political environment 


Financial products and their performances can be influenced by both domestic and 
international political environments. Any change in the political environment in the 
United States, Europe and South-East Asia can affect Australian financial markets and 
result in changes in security yields and in the exchange rate of the Australian dollar. 
Therefore, financial planners must be aware that changes in the political environment 
may affect the type of advice for investment products chosen to suit their clients' needs. 

The Commonwealth Government's budget was consistently in surplus (by about 
2 to 3 per cent of GDP) up to the mid-1970s. Until the mid-1980s, Australia's main 
macroeconomic policy was to ensure enough real growth in the economy to reduce 
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unemployment. Serious deterioration in Australia's terms of trade led to changed 
policies. Depreciation by more than 30 per cent of the Australian dollar (AUD) in the 
mid-1980s improved Australia's international competitiveness. This benefit was 
tempered, however, because only a small percentage of imports were priced in AUD, 
and so the majority of imports rose in price. A higher proportion of exports were 
priced in AUD, and so there was an initial deterioration in the trade balance. Increases 
in wages and prices were contained, and growth in GDP reduced. 


Monetary policy 

The Reserve Bank of Australia is the agent of the Commonwealth Government of 
Australia. It has responsibility for monetary policy and the maintenance of financial 
stability. Monetary policy is based on the Reserve Bank's transactions in short-term 
securities and the foreign exchange market. It is implemented by the buying and 
selling of securities. The Reserve Bank sets the price of liquidity in the short-term 
money markets and it controls the flow levels of money in the economy. These factors 
affect interest rates, inflation, unemployment, prices and financial markets. 

The Reserve Bank Act 1959 sets out the framework for the operation of monetary policy 
which aims to contribute to the objectives of: 

■ the stability of Australian currency; 

□ the maintenance of full employment; and 

■ the welfare of Australians and economic prosperity. 

Monetary policy is also concerned with the level of interest rates. Monetary policy has 
been used to reduce interest rates, and this in turn can reduce unemployment levels as 
industrial activity increases. Tightening monetary policy by the Reserve Bank may be 
attained by selling government securities to reduce the amount of money supply in 
the marketplace. This may increase interest rates. On the other hand, if the Reserve 
Bank buys government securities, the available money in the marketplace increases to 
reduce interest rates. 

The Government may reduce interest rates by repeatedly easing monetary policy. 
Whilst this has some effect in the short term, imperfect control may lead to both 
higher inflation and higher interest rates as the demand for money increases. This in 
turn may lead to increasing unemployment as the rate of investment starts to decline 
and industrial activities contract. 

The current approach for the implementation of monetary policy is that the Reserve 
Bank can sell and buy government securities to influence interest rates. The Australian 
Prudential Regulation Authority (APRA) has responsibility for the supervision of 
banks, building societies, friendly societies, life and insurance companies and 
non-self-managed superannuation funds. 

Monetary policy in Australia has aimed to control inflation for sustainable economic 
growth since 1994. 

Tight monetary policy and the Reserve Bank's role in setting interest rates have resulted 
in an improved inflation performance for Australia in recent years. The current cycle 
has been characterised by low inflation, with monetary policy being formulated 
within the framework of keeping underlying inflation consistent with the RBA's target 
range of 2 to 3 per cent, on average, over the cycle. It is expected that low inflation 
expectations will continue to have a continuing positive impact on economic and 
investment activities. 
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Fiscal policy 

Fiscal policy reflects government policies relating to taxation, spending and borrowing 
policies. These policies can affect the economy through their influence on interest 
rates, inflation, savings, investment and consumption levels. Since fiscal policy has a 
significant effect on taxation, interest rates and inflation, financial planners need to 
understand fiscal policy when constructing financial plans for their clients. 

Taxation is the major source of government revenue. The Commonwealth Government's 
fiscal policy is announced annually in the Budget Statement and estimated revenue and 
expenditure for the forthcoming year is detailed. The Budget also reports the previous 
year's budget revisions. In 1997/98, the Commonwealth Government consumed 25.1 
per cent of GDP while revenues were 24.1 per cent of GDP. This means that government 
had a deficit which was funded by increased borrowing. This deficit has been reduced 
somewhat by reducing government outlays, through the partial sale of Telstra in 1997/98. 
However, the combined impact of the recent decline in prices of commodities, reduced 
export demand and strong domestic demand for imports has increased the deficit. 

The deficit is usually met by the sale of government bonds to financial institutions 
such as banks. However, in the case of a budget surplus, the Government may buy 
bonds in an attempt to lower interest rates. The budget statement also includes 
social security and taxation issues which are important factors to be considered by 
financial planners. 


Table 1.2 

Summary of fiscal outlook 



1997/98 
($ billion) 

1998/99 

Est. ($ billion) 

1999/2000 
Proj. ($ billion) 

2000/01 

Proj. 1$ billion) 

2001/02 
Proj. ($ billion) 

Revenue 

Tax 

130.83 

138.17 

146.37 

155.59 

165.96 

Non-tax 

4.62 

6.09 

4.93 

4.61 

5.14 

Total 

135.45 

144.26 

151.30 

160.20 

171.10 

Underlying outlays 

136.60 

141.57 

146.57 

151.59 

156.51 

Underlying balance 

-1.15 

2.69 

4.73 

8.61 

14.59 

(% of GDP) 

-0.2 

0.5 

0.8 

1.3 

2.1 


Source: Budget Strategy and Outlook 1998-99, Budget Paper No. 1, p. 2.20, 1998, AGPS May. 
Commonwealth of Australia copyright reproduced by permission. 


Question 1.3 

An important part of fiscal policy is the taxation system. How do you think taxation 
influences the financial planning process? 


The balance of payments 

Australia's economy is heavily affected by economic transactions throughout the 
world particularly in Japan, South-East Asia and New Zealand. The balance of 
payments in Australia provides a record of its economic transactions with the rest of 
the world over a period of time. It provides an indication about Australia's economic 
health, and as such it also provides vital information for financial planners and 
investors when selecting or advising on investment options. 
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The balance of payments consists of the current account and the capital account. 

The current account includes transactions in goods and services and income. 

The capital account includes foreign investment in Australia and Australian 
investments abroad. Comparative advantages in cost of production and income 
levels are some of the factors which may affect the balance of payments. Table 1.3 
summarises the balance of payments in Australia. As can be seen, the current account 
deficit (CAD) increased from $14.8 billion in 1992/93 to $27.5 billion, around 
5.75 per cent of GDP, in 1994/95. However, CAD decreased to $17.5 billion in 1996/97 
but increased to $23.3 billion, around 4 per cent of GDP, in 1997/98. Most of the 
inflow was in the form of equity purchases by foreigners rather than debt, while 
there was a marked reduction in Australian equity investment abroad. This made 
the net portfolio equity inflows large. 

The current account deficit fell $81 million to $12 012 million in the December 2003 
quarter. The Australian dollar (AUD) will continue to be a key factor affecting the 
balance of payments during 2004. The AUD has been significantly overvalued against 
the US dollar (USD). This is mainly due to the USD's weakness, rather than a 
strengthening of the AUD. The interest rate differential between the AUD and the USD 
is expected to narrow as 2004 progresses, suggesting a fall in the local currency in the 
medium term. Stronger commodity prices, reflected by high demand in China, may 
help to negate these falls somewhat during the remainder of 2004. 


Table 1.3 

Balance of payments summary ($ billion) 



1992/1993 

1993/94 

1994/95 

1995/96 

1996/97 

1997/98 

Current account 

Balance on goods & services 

-2.1 

-2.1 

-9.9 

-2.1 

1.5 

-4.3 

Net income & transfers 

-12.7 

-14.4 

-17.6 

-19.2 

-19.0 

-18.8 

Current account balance 

-14.8 

-16.5 

-27.5 

-21.3 

-17.5 

-23.3 

Capital account 

Credits 

1.3 

1.0 

1.3 

1.9 

2.0 

2.1 

Debits 

-0.7 

-0.7 

-0.8 

-0.9 

-0.9 

-1.0 

Capital account balance 

0.6 

0.3 

0.5 

1.0 

1.1 

1.1 

Financial account 

Total direct investments 

2.6 

-0.3 

3.5 

5.9 

8.7 

2.7 

Other investments and reserve assets 11.3 

12.5 

19.3 

16.6 

6.7 

20.0 

Financial account balance 

13.9 

12.2 

22.8 

22.5 

15.4 

111 


Source: Balance of Payments and International Investment Position , Australia, ABS Monthly 
Summary 5302.0, December 1998. 


The current account deficit 

The current account comprises transactions in goods, services, income and unrequited 
transfers. In simple terms, the current account deficit is the difference between what 
Australians earn and what they spend with the rest of the world. The main 
components of CAD are illustrated in Figure 1.5. 
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Figure 1.5 




These components can be briefly explained as follows: 

□ Merchandise trade —basically the difference between the total export value and the 
total import value of goods. 

■ Other services —these include tourism, insurance, shipping and consultancy fees. 

■ Debt/equity servicing/net income —these include interest payments on foreign 
borrowings and dividend payments on foreign-owned assets and are where the 
largest increases in the CAD have occurred in recent years. 

■ Unrequited transfers —these are offset entries to transactions in which there is no 
payment involved in changing the ownership of an item. 

The third component, debt/equity servicing, makes up the bulk of the CAD and this 
increase has therefore been of great concern to the Government. The problem is that 
the CAD leads to higher foreign debt—that is, the higher the CAD, the more the need 
arises to finance it with new borrowings, which in turn increases Australia's net 
foreign debt. In turn, rising debt results in the additional flow of interest and dividend 
payments to foreigners, which in turn increases the CAD. 

There has been a cyclical pattern in the movements of CAD components in the past 
30 years of the Australian economy. Both public and private lending are influenced in 
opposite directions by the business cycle. When economic growth is strong: 

■ public net lending tends to rise as government spending falls and revenue rises; but 

■ private lending falls as private investment expands more quickly than private 
savings. The reverse occurs during a downturn. 

This high level of CAD is due to the following factors: 

■ increase in interest payments due to increasing foreign debt; 

■ decline in the terms of trade (mainly from weak commodity prices); 

■ increase in imports due to reduction of trade barriers; and 

■ decrease in exports of manufactured goods and commodities. 

The Government could reduce the present high CAD by adopting policies which seek to: 

■ reduce government spending; 

■ increase national savings; 

■ devalue the Australian currency to increase exports and to discourage and reduce 
imports—note that depreciation of Australian currency can affect both inflation 
and the Australian currency value of the foreign debt, and penalise exporters due 
to the increases in input costs; 
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■ restrict imports—for example, by increasing import tariffs; 

■ provide export incentives—for example, by tax breaks; 

■ encourage foreign investment in Australian industry; and 

■ tighten monetary policy to reduce demand for imported goods. 


Question 1.4 

How does the instability of the Australian dollar affect the financial planner giving advice 
to an investor on international investments? 


National savings and superannuation 

National savings are an essential part of sustainable economic growth. National savings 
represent the aggregate outcome of the saving decisions of Australian households, firms 
and governments. It is significant for both an economy's stability and growth because 
it provides the resources for most of Australia's net additions to its capital stock, and 
productive investment is vital for economic growth. Increasing national savings, relative 
to national investments, holds the key to reducing the CAD over time and thereby 
improving longer-term growth prospects. 

Both private and public sectors contribute to national savings. Compulsory 
superannuation can improve the level of national savings, but the Government can 
increase its own savings to reduce the problem of low national savings. Government 
budget deficits or surpluses directly affect the level of national savings. There has 
been a long-term decline in Australia's national savings, which were consistently 
above 20 per cent of GDP until 1980, but fell to 16.6 per cent of GDP in 1996/97 
(see Figure 1.6). This decline adversely affected investment and economic growth 
because of the costs and effects associated with overseas borrowings. It was about 
18 per cent of GDP in 1998. 

The level of domestic savings and investments is important in determining the level of 
CAD. Currently, Australia has a shortage of domestic savings for the necessary 
investments for economic growth, and this forces Australia to borrow from abroad. 

Increasing national saving, relative to national investment, holds the key to reducing 
the current account deficit over time, thereby raising longer-term growth prospects. 
Private sector saving and investment decisions are affected by governments' fiscal 
policies. Consequently, improvements in saving by governments can lead to rises in 
national saving and thereby provide scope for higher investment or a reduced call on 
foreign saving. 

Household savings in Australia have declined steadily from 14 per cent of disposable 
income in the mid-1970s to about 4.7 per cent in 1999. Australian households' debt 
increased by more than 10 per cent to over $250 billion, and the household saving 
ratio is expected to be 2.75 per cent in 1999/2000. 

A declining trend in household savings can be caused by: 

■ unexpected inflation reducing the real return from savings; 

■ high levels of unemployment constraining income level; 

■ demographic factors altering the proportion of population; 

■ increased access to credit facilities encouraging consumption; or 

■ widening eligibility for social security payments and assistance. 
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Other policies and strategies to increase national savings could include: 

■ maintaining low and stable inflation levels; 

■ increasing the level of savings by giving incentives for Australians to save; 

■ minimising the need to increase foreign debt in financing investment and 
job growth; 

■ privatisation and contracting out of services to the private sector; 

□ more flexible superannuation savings; and 

■ more widely available employee share ownership schemes. 

Figure 1.6 

Saving and investment as a percentage of GDP 



June-76 June-80 June-84 June-88 June-92 June-96 

Source: Australian Bureau of Statistics, Australian National Accounts: National Income, Expenditure 
and Product, 5206.0, March 1997, AGPS. Commonwealth of Australia copyright reproduced 
by permission. 


Superannuation savings 

Based on current surveys, Australia has an ageing population. In recognition of this, 
the Government has adopted a retirement incomes policy which encourages people to 
become more self-sufficient in retirement. Compulsory superannuation effectively 
forces low and middle income earners to maintain a minimum level of long-term 
saving, and hence should lead to a net increase in private saving. Superannuation has 
become the biggest flow of household financial savings, and represents about 
35 per cent of the overall financial assets held by households. 

The 1985 reduction of a national wage claim in return for employer-financed 
superannuation benefits of 3 per cent of ordinary earnings provided compulsory 
superannuation coverage for many employees. Coverage was extended in 1992 when 
compulsory employee superannuation benefits (financed generally by the employer) 
were introduced. These started at 3 per cent of ordinary earnings and have risen 
incrementally to 9 per cent in July 2002 on, via Superannuation Guarantee Charge 
(SGC) legislation. This policy is covered in detail in Module 4. 

Tax reform policies, issues and effects are a complex and fundamental part of financial 
planning because they have a substantial influence on investment decisions. Such issues 
are incorporated throughout this segment. 
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Question 1.5 

How can the Government seek to increase national savings with superannuation, and 
what are the implications for financial planning? 


Inflation 

Inflation is a consistent increase in price which, over time, results in money losing its 
buying power. Inflation may be triggered by: 

■ increasing costs of labour or imported capital goods; and/or 
o excessive demand for goods and services. 

The Consumer Price Index (CPI) is the main indicator of changes in the level of 
inflation. CPI figures are available quarterly. 

Rising inflation may have an adverse effect on the political environment by: 
b increasing the level of unemployment; 
b increasing the gap between poor and rich people; 

□ lowering Australia's exchange rate relative to other trading countries; 

□ decreasing international competitiveness of Australian exports; and 
b eroding the buying power of income and investments. 

The Government may decide to attempt to reduce the level of inflation by the use of 
monetary and/or fiscal policy. Financial planners need to consider the effect of 
inflation in setting investment strategies for their clients. This is particularly 
important for investment and retirement planning where a certain lifestyle and level 
of income are desired. 

The average inflation rate over the 10 years up to 1991/92 was about 6.6 per cent. 
Since 1992/93, the Australian economy has enjoyed a lower rate of inflation, which is 
consistent with the objectives of monetary policy to foster sustainable growth in 
output and employment. 

Inflationary pressures have remained moderate assisted by strong forces in the 
economy. The 1997/98 underlying inflation rate was 1.5 per cent in the year to the 
June quarter 1998, below the 3.1 per cent inflation rate in the year to the June quarter 
1996. Demand conditions, the economic conditions of trading countries, competitive 
pressures, the exchange rate, wage growth and import prices have continued to be 
important moderating influences on inflation. 


The social environment 


Australia's social environment is changing in that an increasing number of people: 
E3 have higher debt levels (such as loans and mortgages); 
m change jobs more frequently and have reduced job security; 
a never marry or marry and have children at a later age; 
b have fewer children; 

□ are more likely to divorce; 

b are retiring earlier, either voluntarily or because of redundancy; 
b are living longer; 

a have higher aspirations in their lifestyle requirements; and 
a are more aware of the need to plan for retirement and of their need for 
income in retirement. 
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Australia also has an ageing population caused as a result of fertility remaining at low 
levels over a long period and increasing life expectancy. In 1999, the median age in 
Australia was 35 years. This is expected to increase to 40 to 42 years in 2021 and 
44 to 47 years in 2051. By 2051, the population aged over 65 years is projected to be 
double its present size. As this occurs, the role and importance of financial planning 
will continue to increase. 

These factors and changing aspirations have an impact on financial planning because 
redundancies and more frequent job changes mean that clients have eligible 
termination payments, many with preserved benefits, which need to be invested. 

Australia has a comprehensive assistance program which provides various income 
support payments as allowances and pensions delivered by Centrelink (together with 
Veteran's Affairs service pensions). 

Assets and income tests determine eligibility for many Commonwealth Government 
payments, with the test which gives the lower benefit determining the entitlement. 

Financial planners must keep abreast of Commonwealth Government policy in 
providing income support payments and services and consider entitlement to 
assistance when advising their clients and preparing a financial plan. Module 7 is 
devoted to Commonwealth Government payment and services issues. 

In addition to the social, political and economic environment that a financial planner 
must take into consideration, a knowledge of the regulatory and legal framework 
within which he or she must operate is also important. 
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Part C: Regulatory and legal framework 


As well as the requirements established by professional bodies, the Income Tax Assessment 
Act 1997, the Trade Practices Act 1974 (administered by the Australian Competition and 
Consumer Commission (ACCC)), and various discrimination acts, participants in the 
financial planning industry are subject to a wide range of regulations and controls. 
Common law principles established by the courts must also be considered. 


The Australian Securities and Investments Commission 


The Australian Securities and Investments Commission (ASIC) came into operation on 
1 July 1998 as a consequence of the Financial System Inquiry's (Wallis Inquiry) 
recommendations in March 1997 which were aimed at improving existing financial 
regulatory arrangements. 

The ASIC administers the following legislation, which financial planners need to be 
familiar with: 

□ Corporations Act 2001; 

u Australian Securities and Investments Commission Act 2001; 
a Insurance (Agents and Brokers) Act 1984; 

□ Superannuation (Resolution of Complaints) Act 1993. 

The ASIC also exercises consumer protection related functions and administers various 
regulations under the following legislation: 

□ Superannuation Industry (Supervision) Act 1993 (SIS Act); 

□ Retirement Savings Accounts Act 1997 (RSA Act); 

□ Life Insurance Act 1995; 

□ Insurance Act 1973; 

■ Insurance Contracts Act 1984 . 

The Australian Prudential Regulation Authority (APRA) exercises the prudential 
functions under these Acts. 

On 1 July 1999, regulatory responsibility for building societies, credit unions and 
friendly societies was transferred from the States and Territories to the Commonwealth. 
Building societies and credit unions will now be regulated more closely with that 
of other authorised deposit-taking institutions such as banks. A single prudential 
regime has been established for life insurance companies and friendly societies. 
Prudential supervision of such bodies is carried out in conjunction with APRA. 


The Australian Prudential Regulation Authority 


The Australian Prudential Regulation Authority (APRA) also came into existence on 
1 July 1998 as a result of the Wallis Financial Systems Inquiry. 

APRA replaced many of the regulatory functions of the Insurance and Superannuation 
Commission (formerly the ISC) and the Bank Supervision Department of the Reserve 
Bank of Australia. 
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Legislative provisions, regulations and guidelines previously administered by the 
Reserve Bank and the Insurance and Superannuation Commission (ISC) in their 
prudential regulation of banks, insurance companies and superannuation funds have 
been transferred automatically to APRA, and continue unchanged with the exception 
noted below. APRA has endorsed all ISC and RBA interpretations, positions and 
decisions previously made in relation to their prudential responsibilities. 


The Financial Services Reform Act 2001 (Cwlth) (FSRA) 


The Financial Services Reform Act 2001 (Cwlth) amends the Corporations Act 2001 (Cwlth) 
by adding a new Chapter 7. As a result of the FSRA: 

■ 'a more efficient and flexible regime for financial markets and products will be 
achieved through an integrated regulatory framework for financial products'; 

d 'a single licensing regime will be introduced for all persons carrying on a financial 
services business'; and 

b 'minimum standards of conduct will apply to financial service providers when 
dealing with clients' (ASIC 2002, p. 4). 

The FSRA came into operation on 11 March 2002. Its 'objective is to develop a 
consistent regulatory environment by bringing together: 
b chapters 7 and 8 of the Corporations Act 2001 (Cwlth); 

0 the Insurance (.Agents and Brokers) Act 1984 (Cwlth); 

■ aspects of the Superannuation Industry (Supervision) Act 1993 (Cwlth), the Retirement 
Savings Account Act 1997 (Cwlth) and the Insurance Act 1973 (Cwlth); and 

□ aspects of the Bank (Foreign Exchange) Regulations' (FPA 2002, p. 6). 

The overall aim of the FSRA is to ensure that consumers 'are more easily able to 
compare functionally similar products and make informed decisions about the 
acquisition of those products' (FPA 2002, p. 6). 

'The FSRA introduces a single uniform licensing regime which will apply to all 
participants in the financial services industry, including securities dealers, investment 
advisers, life insurance companies, general insurance companies, superannuation funds, 
life and general insurance brokers and deposit-taking institutions' (FPA 2002, p. 6). 


What is a financial product? 

The Financial Services Reform Act 2001 (Cwlth) (FSRA) introduces a new concept of a 
'financial product'. 

Generally, financial product advice will be provided if a recommendation or statement 
of opinion is provided that is intended (or could reasonably be regarded as being 
intended) to influence a person in making a decision in relation to a financial product. 

Section 763A of the FSRA provides a general definition of a financial product. A financial 
product is a facility through which a person: 

□ makes a financial investment; 

■ manages a financial risk; or 

□ makes a non-cash payment. 
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Section 764 provides the following as specific inclusions in the definition of a 
financial product: 

■ a security: 

o a share in a body corporate, 

B a debenture of a body corporate, 

b a legal or equitable right in a share or debenture in a body corporate, or 
b an option to acquire by way of issue a share, debenture, legal or equitable 
right in a share or debenture, of a body corporate, 
which is not an exempt security; 

□ an interest in a registered scheme; 
b a derivative; 

s a contract of insurance; 

□ a superannuation interest; 

□ an RSA; 

□ a deposit taking facility; 

■ a debenture, stock or bond issued by a government; 

■ foreign exchange contracts; or 

■ an interest in a foreign managed investment scheme. 

Section 765 provides that certain items are specifically excluded from the definition of a 
financial product including: 

□ health insurance; 
m reinsurance; 

■ an interest in public sector superannuation scheme; and 

n a funeral benefit (Corporations Act 2001 (Cwlth), ss. 762A-765A). 

What is a financial service? 

The FSRA is intended to govern the conduct of those who provide a financial service. 
Section 766A of the Act defines the provision of a financial service as: 
s providing financial product advice, 

b including making a specific recommendation or statement of opinion; 

■ dealing in a financial product, including: 

■ applying for or acquiring a financial product, or 
d issuing a financial product; 

□ making a market for a financial product; 

□ operating a registered scheme; 

■ providing a custodial or depository service; or 

■ engaging in conduct of a kind which the regulations prescribe as the provision of 
a financial service (Corporations Act 2001 (Cwlth), ss. 766A-767A). 

Once you have determined that you are providing a financial service or giving 
financial product advice, the next step is to determine whether or not you need to be 
licensed. 

Financial product advice 

Section 766B of the Act provides a definition of financial product advice. Financial 
product advice means a recommendation or a statement of opinion or a report of 
either of those things, that: 

a is intended to influence a person in making a decision in relation to a particular 
financial product; or 

b could reasonably be regarded as being intended to have such influence. 

There are two types of financial product advice—personal advice and general advice. 
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Personal advice is financial product advice that is given in circumstances where: 
a the provider of the advice has considered one or more of the person's objectives, 
financial situation and needs; or 

b a reasonable person might expect the provider to have considered one or more of 
those matters. 

General advice is financial product advice that is not personal advice. 


Dealing in financial products 

The following constitutes dealing in a financial product: 
a applying for or acquiring a financial product; 
b issuing a financial product; 

c underwriting securities or interests in managed investments; 
d varying a financial product; and 
e disposing of a financial product. 

In order to 'deal' in financial products, you must either be licensed or be an authorised 
representative of a licensed dealer. 


Licensing of those engaged in the securities industry 

The Financial Services Reform Act 2001 (Cwlth) (FSRA) states that securities dealers and 
investment advisers are required to hold an Australian Financial Services (AFS) licence 
from 11 March 2002 which covers the provision of the financial service being provided. 

Transitional provisions apply to allow existing licence holders to make the transition 
to the new license regime. 

Under the transitional provisions, current financial service providers will have up to 
two years from the FSR commencement (up to 11 March 2004) to obtain an Australian 
financial services license. There is generally no transition period for current financial 
service providers who engage in new activities after the FSR commencement, or to 
entities that provide financial services after the FSR commencement for the first time. 

Section 913B of the FSRA provides that the ASIC must grant an Australian financial 
services licence if: 

a the application is made in the prescribed form and manner; 
b ASIC is satisfied that the applicant will comply with the obligations under section 
912A (as outlined below); 

c ASIC has no reason to believe that the applicant is not of good fame and character. 


Obligations of financial services licensees 

Section 912A of the FSRA states that a financial services licensee must: 

■ Perform the duties of a licensee efficiently, honestly and fairly. 

■ Comply with the conditions on the licence and with the financial services laws. 
h Take reasonable steps to ensure that its representatives comply with the financial 

services laws. 

■ Unless regulated by APRA, have available adequate resources (including financial, 
technical and human) to provide the financial services covered by the licence and 
to carry out supervisory arrangements. 

■ Maintain the competence, and ensure that its representatives are adequately 
trained and competent, to provide those financial services. 
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■ If financial services are provided to retail clients, have an adequate dispute 
resolution system and risk management system. A dispute resolution system must 
consist of an internal dispute resolution procedure that complies with the ASIC 
requirements and an external dispute resolution scheme approved by the ASIC. 

■ Have an adequate compensation arrangement for retail clients. 

In order to comply with the above obligations, the licensee who provides financial 
product advice must ensure that all natural persons who provide financial product 
advice on its behalf meet the training standards, as set out in ASIC Policy Statement 
146 — Licensing: Training of Financial Product Advisers (ASIC 2001a). 

The base level financial requirements for all licensees, except licensees regulated by 
APRA, are as follows: 

ei have positive net assets and be solvent; 

■ have sufficient cash resources to cover next three months' expenses, with 
adequate cover for contingencies; and 

■ comply with audit requirements (annually and whenever required by ASIC). 

Readings 1.1 and 1.2 are extracts from ASIC Policy Statements 164 and 166 which outline the 
organisational and financial requirements for licensees. Read these now. 


When a licence may not he required 

Providers of financial services require an Australian Financial Services (AFS) licence, 

unless one of the following exemptions applies: 

□ the person provides the service as a representative of a licensee; 

■ the service is the issue, variation or disposal of a financial product pursuant to an 
arrangement with a financial services licensee; 

□ the person is merely varying or disposing of a product issued by the provider at 
the direct request of the client and without using an intermediary; 

□ the person is providing general advice through a generally available broadcasting 
service, newspaper, periodical or information service and the sole purpose is not 
the provision of financial product advice; 

□ the financial service is provided to a related body corporate; 

■ the service is provided in the capacity of a manager, administrator, legal personal 
representative or trustee of a self-managed superannuation fund; 

a the service provider is dealing in the capacity of the trustee of a non-public offer 
superannuation fund, a pooled superannuation trust that is used for the 
investment of assets of a regulated superannuation fund with net assets of at least 
$10 million or a net assets base of at least $5 million where it will have at least 
$10 million within three months; 

■ only the payment of superannuation contributions are being arranged; 

■ the service provider is only providing factual information to members or 
prospective members of a superannuation fund or RSA; 

■ the person is acting for an insurer under a binder (FSRA, s. 911A). 


Specific exemptions for accountants 

The Financial Services Reform Act 2001 (Cwlth) provides some exemptions from the 
licensing regime for accountants and tax agents. 

However, it is important to remember that unless one of the exemptions apply, in 
order to provide financial product advice, you must either be licensed or be an 
authorised representative of a licensed dealer. 
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Corporations Regulation 7.1.29 sets out what an accountant can and cannot do under 
the FSRA. 

Advice given by a registered tax agent is not financial product advice, if the advice is: 

■ given in the ordinary course of activities of such an agent; and 

■ reasonably regarded as a necessary part of those activities. 

Other exemptions apply to 'recognised accountants'. A recognised accountant is a 
member of: 

■ CPA Australia; 
m ICAA; and 

o NIA. 

If you are a recognised accountant, certain activities undertaken, depending on the 
facts, may not necessarily involve financial product advice. However, if financial 
product advice is provided, the exemption does not apply. 

Accountants are able to make referrals to financial services licensee's and their 
representatives. An accountant is also taken not to provide financial product advice if 
they only express an opinion or recommendation about the allocation of a person's 
funds among certain types of product and not express an opinion or recommendation 
as to a specific financial product. 

Note that the old legislation referred to the concept of 'incidental advice', which 
meant that accountants in public practice were exempt from the licensing 
requirements as long as the advice provided formed an integral and merely incidental 
part of the overall service being provided. This exemption no longer exists; therefore, 
it is important that accountants and solicitors are aware of their obligations under the 
new FSRA legislation (refer to PS 119). 

On 9 February 2004, in press release No. 008, the Treasurer Peter Costello announced 
some amendments to Regulation 7.1.29. These amendments effectively allow recognised 
accountants (including CPAs) to provide advice on the acquisition and disposal of a 
superannuation product in relation to a self-managed superannuation fund. 


Authorised representatives 

An authorised representative is a person or body corporate who acts on behalf of an 
Australian Financial Services Licensee. 

Principals are liable to third parties for the conduct of their representatives; 
accordingly, a client will have the same remedies against the licensee as they would 
have against the representative. The licensee will be liable to the client in respect of 
any loss or damage suffered by the client as a result of the representative's conduct. 

A representative must disclose that he or she is acting in that capacity, and disclose the 
name of the licensee when dealing with a client or when making a recommendation 
about a financial product. 


'Good advice' policies 

In 1995, the then ASC undertook an extensive review of the investment advisory 
services industry. This review resulted in the ASC's Good Advice Handbook which 
addressed industry and investor concerns and needs. Policy Statements 116 to 124 
issued by the former ASC were the end result of this consultation process. 
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The good advice policies are now superseded by the FSRA; however, these policies may 
provide guidance and relevant considerations about complying with your obligations 
under the new regulatory regime. 

The policy statements that replace Policy Statements 116 to 124 are as follows: 

1 Policy Statement 146—Licensing: Training of Financial Product Advisers 
Provides guidance on the minimum training standards for people who provide 
financial product advice to retail clients. 

2 Policy Statement 164 — Licensing: Organisational Capacities 

Outlines the obligations of an Australian Financial Services licensee, and provides 
guidance on compliance measures, training of representatives, systems for 
managing risk and non-financial resources. 

3 Policy Statement 165 — Licensing: Internal & External Dispute Resolution 

Explains how ASIC will administer the dispute resolution provisions of the FSRA. 

4 Policy Statement 166 — Licensing: Financial Requirements 

Sets out the financial requirements you will have to meet as the holder of an 
Australian Financial Services license, given the products and services offered. 

5 Policy Statement 168 — Disclosure: Product Disclosure Statements (and other disclosure 
obligations) 

Contains the broad policy guidelines on preparing a Product Disclosure Document 
and complying with the disclosure obligations under the FSRA. 

6 Policy Statement 175 — Licensing: Financial product advisers: Conduct and disclosure 
Considers how certain conduct and disclosure obligations apply to the provision 
of financial product advice to retail clients. 


Policy Statement 146—Licensing: Training of Financial Product Advisers 

This policy statement gives guidance to licensees and life insurance companies and life 
brokers (principals) on how they can meet their obligations to ensure that their 
authorised representatives providing financial services to retail consumers: 
a have undertaken education and training that meet ASIC's requirements for 
knowledge, skills and integrity; and 
b undergo continuing education (ASIC 2001a). 

The policy statement establishes the minimum requirements for training programs 
undertaken by authorised representatives or, where required, the individual 
assessment of representatives. Individuals who have attended such programs and 
successfully demonstrated their knowledge, skills and integrity will be deemed to have 
individually met ASIC's requirements. 

Licensees and principals have until 30 June 2002 to demonstrate that their 
representative's training and education meets ASIC's requirements (ASIC 2001a, para. 
PS 146.34). 

Reading 1.3 deals with investment advice and what to look for in an adviser. Read this now. 


The disclosure framework under the FSRA regime 

The disclosure requirements under the FSRA relate to retail clients receiving financial 
product and/or service advice. 
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'Retail clients may receive a number of different documents providing disclosure prior 
to the issue of a financial product. Each document has its own purpose and relates to 
a different stage of the investment process which can be characterised as follows' 
(ASIC 2001b, para. PS 168.103): 


What service 


What advice 


What product 

am I getting? 


am I getting? 


am I getting? 

Disclosure is in a 


Disclosure is in a 


Disclosure is in 

Financial 


Statement of Advice if 


Product Disclosure 

Services Guide. 


it is personal advice. 


Statement. 


Source: Australian Securities & Investments Commission (2001b), Policy Statement 168- 
Disclosure: Product Disclosure Statements, Centre for Professional Development, Melbourne. 


As mentioned earlier, the FSRA distinguishes between 'personal' and 'general' advice. 

Personal advice 

If you provide personal advice to a retail client, two obligations are imposed: 

Know your client 

'You must only provide advice to the client if: 

m having regard to the client's objectives, financial situation and needs, you have 
given such consideration to and conducted such investigation of the subject 
matter of the advice as is reasonable in all circumstances; and 
n the advice is appropriate having regard to that consideration and investigation' 
(FPA 2002, p. 46). 

Warn your client 

If the advice is based on information about the client which you know to be inaccurate 
or incomplete, you must at the same time as providing the advice: 
a 'warn the client that the advice may be based on inaccurate or incomplete 
information about their objectives, financial situation and needs; and 

■ warn the client that they should consider the appropriateness of the advice having 
regard to the objectives, financial situation and needs' (FPA 2002, p. 46). 

General advice 

If general advice is provided to a client as a retail client, 'you must warn your client of 
the following at the same time and in the same manner as the advice is provided: 

□ that the advice may be based on inaccurate or incomplete information about the 
client's objectives, financial situation and needs; 

■ that they should consider the appropriateness of the advice having regard to the 
objectives, financial situation and needs; 

b if the advice relates to the acquisition of a financial product that the client should 
obtain a product disclosure statement before making any decision to acquire the 
product' (FPA 2002, p. 47). 

1 What service am I getting? 

A Financial Services Guide (FSG) should generally be given to the client before 
providing the financial service, or alternatively at the earliest possible time, 'so that 
consumers can make an informed decision about whether to acquire a financial 
service' (ASIC 2001b, para. PS 168.103). 

The Financial Services Guide (FSG) replaces the Advisory Services Guide (ASG) under 
the FSRA. 
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The FSG should contain 'information such as: 

■ who will provide the service; 

■ the kinds of financial services offered; 

■ information about who the service provider is acting for when providing the 
financial service; 

■ details of remuneration and 'commissions; 

■ details of any associations or relationships which might be expected to influence a 
service provider in providing the service' (ASIC 2001b, para. PS 168.103); and 

■ dispute resolution procedures to which the client has access. 


2 What advice am I getting? 

'A Statement of Advice (SOA) is to be prepared by the financial adviser who provides 
personal advice ... so that the retail client can make an informed decision about 
whether to act upon that advice'. 

An SOA should include the following information: 

■ 'a statement setting out the advice and an explanation of the basis upon which it 
is given, including warnings if the advice is based on incomplete or inaccurate 
information; 

■ who has provided the advice; 

d any remuneration or other benefit that a service provider ... may receive in 
connection with the advice' that is provided; and 
a 'any associations ... between the service provider ... and product issuers that could 
influence the service provider' (ASIC 2001b, para. PS 168.103). 

The statements and information included in the SOA must be worded and presented 
in a clear, concise and effective manner. 


'An SOA need not be given if the advice provided is only general advice. If the service 
provided by the licensee or authorised representative to a retail client is general 
advice', appropriate warnings must be given to the client 'about the limitations of the 
advice' (ASIC 2001b, para. PS 168.103). 


3 What product am I getting? 

A Product Disclosure Statement (PDS) is to be prepared by or on behalf of the 
issuer or seller of the financial product... so that a retail client can make an 
informed decision about whether to purchase a financial product. 

A PDS includes information such as: 

(a) fees payable in respect of a financial product; 

(b) risks of a financial product; 

(c) benefits of a financial product; 

(d) significant characteristics of a financial product. 

The information included in the PDS must be worded and presented in a 
clear, concise and effective manner. 

Generally, a PDS should be given to a retail client at or before the time: 

■ a recommendation is made to buy a financial product; 

o an offer is made to issue or arrange the issue of a financial product; or 

■ a seller makes an offer to sell the product if that sale requires disclosure 
(ASIC 2001b, para. PS 168.103). 
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Good Disclosure Principals 

Policy Statement 168 contains the 'Good Disclosure Principals' which are designed to 
promote good disclosure outcomes for consumers, as follows: 

1 disclosure should be timely; 

2 disclosure should be relevant and complete; 

3 disclosure should promote product understanding; 

4 disclosure should promote comparison; 

5 disclosure should highlight important information; and 

6 disclosure should have regard to consumers' needs (ASIC 2001b, 
para. PS 168.10). 

The Good Disclosure Principals do not replace any legal requirements about product 
disclosure under the legislation'; however, failure to consider the principals when 
preparing a product disclosure statement 'may increase the possibility of misleading or 
deceptive conduct, unconscionable conduct, or indicate that the content of the PDS 
requirements ... have not been met' (ASIC 2001b, para. PS 168.12). 

Reasonable basis for advice 

Section 851 of the former Corporations Law was referred to as the 'Know your client 
rule'. This section has now been replaced by section 945A of the Financial Services 
Reform Act 2001 (Cwlth). This section requires that the adviser when providing 
personal advice to a retail client, must have a reasonable basis for that advice. This 
means that the adviser must: 

□ determine the client's relevant personal circumstances and make reasonable 
enquires in relation to those personal circumstances; 

■ in the light of information provided by the client about those personal 
circumstances, consider and investigate the subject matter of the advice in a way 
that is reasonable in all the circumstances; and 

■ provide advice which is appropriate to the client, having regard to these matters. 

A licensee must take reasonable steps to ensure that a representative is complying with 
this section. 

The level of investigation and analysis required will vary from client to client and will 
depend, to a large extent, on the advice requested by the client. It will not always be 
necessary in all circumstances to investigate every aspect of the client's financial 
circumstances. 

Disclosures 

Section 947 of the Financial Services Reform Act has effectively replaced section 849 of 
the former Corporations Law. This section sets out the contents of the SOA. Further, 
Regulation 7.7.11 provides that an SOA must include information about all 
remuneration and other benefits received. These include: 
a the total amount of remuneration, commission and benefits payable: 

i stated as an amount; or 

ii if this cannot be identified, set out as a description of the method of calculating 
the remuneration, commission and benefits (including percentages and dollar 
amounts); and 

b written details of when and how the remuneration, commission and other 
benefits are payable. 

All of this information must be set out in a manner that is easy for the clients 
to understand. 
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Policy Statement 175 — Licensing: Financial product advisers: Conduct and disclosure 

In June 2003, ASIC released its last major policy statement dealing with the FSRA 
regime. Policy Statement 175 deals with day to day conduct and disclosure 
requirements and will have a major impact on how advisers do business under 
the FSRA regime. 

PS 175 deals with the issues of: 

■ providing financial product advice (both personal and general); 

■ preparing and providing a Financial Services Guide (FSG); 

■ preparing and providing an SOA; and 

■ the provision of suitable personal advice. 

PS 175 acts as a valuable guide for the provision of financial product advice under 
the FSRA regime. Importantly, it provides insight into the way ASIC will interpret 
the new rules and, in particular, its attitude towards issues such as disclosure of fees 
and commissions. 

PS 175 is perhaps the most important policy statement for accountants and advisers 
who provide financial-product advice to retail clients. It contains detailed information 
about what ASIC expects to see in an FSG and in the SOA which is provided to a retail 
client. Further, it gives guidance on when personal or general advice is provided to a 
retail client, and sets out ASIC's guidelines on what constitutes suitable personal 
advice. 

Reading 1.4 contains extracts from PS 175. Read this now. 


Question 1.6 

a Outline the disclosures which the Financial Services Reform Act 2001 (Cwlth) and the 
Corporations Act2001 (Cwlth) require advisers to make in regard to securities when 
they deal with retail clients. 

b The ASIC requires AFS licensees to address each client's particular investment 
objectives, financial situation and specific needs. Discuss the implications of this 
requirement and explain when this requirement is waived. 


Managed Investments Act 1998 


The Managed Investments Act 1998 commenced operation on 1 July 1998. 

It implements a new legislative regime for the regulation of managed investment 
schemes. Each scheme is required to have single responsible entity to be licensed by 
the ASIC. This means that all managed investments can no longer have both a 
manager and a trustee. The single responsible entity assumes the responsibilities 
previously carried out by a management company and a trustee. These entities are 
required to submit compliance plans to the ASIC for approval and are required to set 
up independent compliance committees. 

The ASIC has issued several policy statements on managed investment schemes. 

Managed investment schemes, or collective investments as they are sometimes called, 
cover a wide variety of investments including cash management trusts, equity trusts, 
agricultural and horticultural schemes, film and mortgage investments. 





1.42 


TUDY GUIDE 


Regulation of these type of investments is controlled by the Managed Investments Act 
1998 and the Corporations Act 2001 (Cwlth) under the guidance of the ASIC. Generally, 
a scheme must be registered with the ASIC if it has more than 20 members or it is 
promoted by someone who is in the business of promoting such investment schemes. 

In order to be registered, a scheme must: 

■ be operated by a Single Responsible Entity (SRE) who has the sole responsibility 
for the operation of the scheme—the SRE must be a public company that holds a 
securities dealers licence which authorises them to operate the scheme; 

□ have a constitution which outlines the rules of the scheme; and 

■ have a compliance plan which outlines how the responsible entity will ensure the 
scheme complies with the constitution and the law. 

Registered schemes must also: 

e issue a prospectus if it intends to raise money from the public—the prospectus 
gives details of the financial and management status of the scheme; 

□ conduct independent audits of the scheme and the responsible entity; 

■ keep the scheme's property separate from that of the responsible entity; and 
m have a procedure for removing the responsible entity. 

When applying for a licence to operate a managed investment scheme, applicants 
must prove to ASIC that they: 

□ can carry out their duties efficiently, honestly and fairly; 

■ have assets of between $50 000 and $5m, depending on the value of the 
scheme assets; 

■ have access to enough assets to make sure that the scheme is able to operate; 

■ have adequate insurance; and 

s have a majority of external directors on the board. If the board does not have this 
majority, it must have a 'compliance committee' with a majority of external 
members. This ensures that the people supervising the responsible entity are 
independent of the people operating the entity. 


Common law 


Whilst the primary application of the Corporations Act 2001 (Cwlth) to the financial 
planning industry relates to those giving advice about securities, the common law 
deals with civil liability. The general application of common law provides remedies for 
such matters as breach of contract and negligent misrepresentation. 


Contracts 

Advisers who operate on a fee-for-service basis are under a contractual obligation to the 
client. If they perform those services in an unsatisfactory or negligent manner, or do not 
perform those services, the client can seek redress under common law. An example 
would be failure to withdraw an investment after a consultation where a fee is charged, 
when the client has asked that the investment be withdrawn on a particular date, and 
that investment then falls in price. This is limited to compensation for losses suffered 
and costs incurred—that is, compensation cannot be claimed for anticipated gains. 


Civil liability 

Even when advice or information is given free—that is, without fee or commission— 
the law of tort (tort is a legal wrong done by one person against another, or against his 
or her property) can impose a civil liability. The following cases identify some key 
decisions and the precedents they have set. 
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The decision in Hedley Byrne and Co. Ltd v. Heller and Partners Ltd (1964) AC 465 
established that 'a duty of care' may be owed to another. The court held that a duty of 
care exists where the maker of a statement can reasonably foresee that the other party 
will rely on that statement (called 'negligent misrepresentation'). 

This principle was narrowed in Mutual Life & Citizens' Assurance Co Ltd v. Evatt (1968) 
122 CLR 556, (1971) AC 793. The judgment recognised the Hedley Byrne principle that 
a special relationship between the parties may require reasonable care to be given by a 
person giving gratuitous advice or information. However, it limited the duty of care to 
those who normally carry on a business or profession in the relevant area of advice or 
to those who hold themselves out to be skilled and competent in that area. It was held 
that an insurance company which gave advice on an investment to a client was not 
liable, and that in other cases no duty of care exists by those giving gratuitous advice, 
except that of being honest. 

In Shaddock & Associates v. Parramatta City Council (1981) 150 CLR 225, the High Court 
extended the Hedley Byrne principle to include negligent information given by a 
council employee to a member of the public. It was held that a duty of care existed 
and that a purchaser of land for commercial redevelopment was entitled to rely on 
the Council's written response which did not disclose a road-widening proposal. 

The decision in Shaddock's case provides a precedent for a plaintiff to sue for economic 
loss, and extends negligent misrepresentation to information as well as advice. 

The principles established in these cases have been applied to foreign currency or 
offshore loan cases. Negligent misrepresentation has been proved in cases where 
indebtedness increased and borrowers incurred financial loss when the Australian 
currency depreciated and low interest loans had been established in foreign currencies. 
An example is found in Chiarabaglio v. Westpac Banking Corp . (1989) ATPR 40-971; 
(1991) ATPR (Digest) 46-067 (FC), where the bank was held to be liable for the 
borrower's loss (his indebtedness had doubled). The rationale for the decision was that 
the State manager had not adequately warned the borrower of the risks in taking an 
unhedged loan in Japanese yen. 

The decisions in these cases make it clear that where an adviser provides advice or 
information in the relevant field, there is a duty of care which must be exercised under 
common law, otherwise the person relying on that information may be entitled to 
damages for negligent misrepresentation. 

This view of Barwick CJ in Evatt's case, as summarised by Mason J. (in Shaddock's case 
at 250), seems to give the current legal position on negligent misrepresentation: 

[W]henever a person gives information or advice to another upon a serious 
matter in circumstances where the speaker realises, or ought to realise, that he 
is being trusted to give the best of his information or advice as a basis for 
action on the part of the other party and it is reasonable in the circumstances 
for the other party to act on that information or advice, the speaker comes 
under a duty to exercise reasonable care in the provision of the information or 
advice he chooses to give. 

Where the loss is reasonably foreseeable, the amount of damages for negligent 
misrepresentation is the amount of money which restores the person to the position 
he or she was in before the statement. 
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Guarantors 

A guarantor is a person who guarantees to be responsible for the debts of another 
person if that person fails to make repayments. A client should be warned to think 
very carefully before agreeing to act as guarantor. You could be risking legal action if 
you advise a client to act as a guarantor because if the lender is not willing to carry the 
risk, there is a possibility the guarantor will be called upon to pay in accordance with 
the guarantee. 

The High Court established the precedent in Commercial Bank of Australia Ltd v. 

Amadio and Another (1983) 46 ALR 402 that where a contract is demonstrably unfair a 
guarantor is released from any legal obligations. The facts of the case were that Mr and 
Mrs Amadio, an elderly Italian couple—who spoke little English—signed a mortgage in 
front of the bank manager but without reading it, secured over some property which 
gave them their retirement income, in order to provide a temporary bank overdraft for 
their son's company. The son told them the loan would be limited to $50 000 for 
six months to tide him over. Their son's company was in financial difficulty and both 
the son and the bank (but not Mr and Mrs Amadio) were aware of this when the loan 
was taken out. The mortgage included: 

b a guarantee by Mr and Mrs Amadio to secure existing or future indebtedness of 
the company; and 

a a promise by them, unlimited by amount or time, to pay any indebtedness when 
called upon to do so. 

A few months later their son's company went into liquidation and defaulted on the 
loan, and the Amadios found the amount at stake was not $50 000 but $239 000. 
When the bank called on the Amadios to fulfil their guarantee, the Amadios 
ultimately appealed to the High Court of Australia where their appeal was upheld and 
they were released from their legal obligations. The judgment found that: 

□ the Amadio's lack of English was a special disability; 

a the bank, as the principal creditor, was under a duty to disclose anything in the 
transaction that was different to what the Amadios would naturally expect, 
especially the level of their responsibility; 

a under the circumstances, the bank's failure to make such a disclosure amounted to 
a material misrepresentation and the Amadios should not be bound by the 
mortgage; and 

■ it would have been unfair and unconscionable for the bank to be allowed to 
enforce the contract. 


Tmm Pmmm$ M WM 


The consumer protection provisions of the Trade Practices Act 1974 (Cwlth) impose 
substantial penalties for certain types of false representations and undesirable business 
conduct. Section 52 was enacted to catch unfair business practices which might not 
otherwise be caught. Section 52 prohibits corporations in trade or practice from 
engaging in conduct that is misleading or deceptive or is likely to mislead or deceive. 

In Chiarabaglio v. Westpac Banking Corp ., the bank officer's representation of the 
advantages of foreign currency loans, including that it was 'good business', that there 
was no significant risk, and that hedging was unnecessary, were, in addition to being 
negligent misrepresentation, held to be misleading or deceptive conduct which 
contravened s. 52 of the Trade Practices Act. 
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Honest representations of investments, coupled with explanation of risks and an 
acceptance by the investor of risks, would not generally constitute misleading or 
deceptive conduct. However, in Milner v. Delita Pty Ltd (1985) 6 ALR 557, brochures 
and other documents designed to induce investment in guava (a tropical fruit) 
cultivation were held to contravene s. 52. 

To avoid breaching the Trade Practices Act, investment advisers should: 

■ alert their clients to the risks and qualifications that apply and are implied in 
the advice; 

■ establish and maintain procedures and records which meet the quality assurance 
programs of the two major accounting bodies; 

■ not mislead clients as to the performance of certain types of investments; 

■ where investment advice involves forecasts or predictions, have reasonable 
grounds for making those forecasts, and believe that the forecasts are likely to be 
fulfilled; and 

■ disclose any pecuniary interest or commercial relationship to any recommended 
product—for example, commissions. 


Question 1.7 

Other than by way of Professional indemnity Insurance to claim against in the event of a 
claim, how would you protect yourself against claims such as those made against 
Westpac (in Chiarabaglio's case)? 


Superannuation Industry (Supervision) Act 1993 and the 
Australian Prudential HepBatgiim Aanthcrnty 


The Australian Prudential Regulation Authority (APRA) administers the Superannuation 
Industry (Supervision) Act 1993 (Cwlth) (SIS Act)—which together with its regulations 
and ancillary legislation regulates the superannuation industry. A main objective of 
APRA is to safeguard properly the benefits of members and policy holders. The role 
and functions of APRA and an outline of the scheme of the SIS Act are covered in 
detail in Module 5. From 8 October 1999, the ATO has administered the SIS Act to the 
extent it applies to self-managed superannuation funds (SMSFs). 


Various discrimination Acts 


Advisers should be careful not to breach any of the various discrimination Acts. 

This includes those which deal with human rights and equal opportunity, sex 
discrimination, disability, political, social or religious beliefs or affiliations, race, ethnic 
origins, or sexual preferences or practices. For example, if advising two brothers on a 
particular issue, you should not favour one brother over the other because one has a 
disability. The same applies in partnership and marriage breakdown situations. 


Hearings of grievances 


There are structures in place for the airing of grievances where unresolved issues exist. 
With effect from 1998, ASIC requires persons who provide investment advisory 
services to retail investors to be members of an external complaints resolution scheme. 
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ASIC has established the Financial Complaints Referral Centre in conjunction with 
financial complaints services throughout Australia. Disgruntled consumers of financial 
products can ring the Centre to be referred to the appropriate body which can handle 
their complaint. Its toll free number is 1300 780 885. 

CPA Australia procedure for the investigation of complaints 

This is contained in SAB 4 in your Members' Handbook . You need to be familiar with 
the content of SAB 4. 

Internal complaints handling arrangements for superannuation funds 

Under SIS legislation, superannuation funds—other than self-managed superannuation 

funds—must have internal query and complaint-handling arrangements to resolve issues. 

Superannuation Complaints Tribunal 

An external Superannuation Complaints Tribunal (SCT) handles unresolved disputes 
in superannuation funds, other than self-managed funds. A member who is dissatisfied 
with the internal complaints procedure can make a complaint about the decision of 
the trustee if: 

m the decision was not within the trustee's powers; 

□ the trustee did not exercise its powers properly; or 

□ the decision was unfair or unreasonable. 

The SCT's judicial power had been suspended following a full Federal Court case. 
However, the High Court unanimously held that the SCT is constitutionally valid in 
its decision handed down on 17 June 1999. This decision effectively means the SCT 
can continue to make determinations regarding decisions by trustees, insurers and 
other decision makers in relation to superannuation funds. 

The Superannuation Industry (Supervision) Legislation Amendment Act 1995 (Cwlth) amended 
the Life Insurance Act 1995 to extend the role of the Superannuation Complaints Tribunal 
in relation to the sale and management of superannuation-related annuity products 
acquired after 12 December 1995 to enable it to: 

■ review and make determinations about complaints; or 

□ refer a complaint, or part of a complaint, to another complaint-handling body, 
where the complaint is not within its jurisdiction, 

relating to misrepresentation by an insurer or its representative, and the conduct of 
and decisions made by life offices. 

Life Insurance Complaints Service 

This service suggests that the person who has an inquiry or complaint about a life 
insurance or superannuation policy should read their policy first, then contact the 
company concerned. If the person is not satisfied with the company's response, the 
service will investigate any written complaint, provided the complaint falls within its 
guidelines, and resolve that complaint by investigation or conciliation. The service's 
decision is binding on the company but not on the complainant. 

Tribunals and mediation centres 

Another avenue is by making a complaint to one of the various tribunals and 
mediation centres which provide for a conciliation process to occur. 

Financial Industry Complaints Service (FICS) 

This body was formed in January 2000 as a result of a merger between the Financial 
Services Complaints Resolution Scheme, a body set up by the Financial Planning 
Association, and the Financial Industry Complaints Service. 
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Under the complaints system, which is free for individual investors, the FICS offers a 
three-stage process for resolving complaints: 

■ the investor attempts to resolve the dispute directly with the firm or 
institution concerned; 

■ appointing a specific mediator; and 

■ referring the matter to a panel of three adjudicators. 

Example 1.1 is a summary of a complaint made under the previous Financial Planning 
Association Complaints Resolution Scheme, and the outcome under this scheme. 


Example 1.1 

Mr and Mrs B inherited a small sum of money, and shortly after, they sold their house for $150 000. 
They needed to invest the money for a year, at which time they planned to purchase another 
residence. Upon both inheriting and investing, they sought help from an adviser. In investing their 
money the clients wanted a moderate return on the funds, but did not want the capital affected in any 
way because they needed the full amount to purchase their future home. A written plan was drawn 
up by the adviser which stated their need to access the funds within 13 months. 

The funds were invested as follows: 

Fixed deposit for 12 months $85 000 

Managed fund $65 000 

The clients also had an existing superannuation investment, and they planned to access part of these 
funds when they purchased their future home. They needed to nominate an investment option by a 
set date. They approached the same adviser on the superannuation investment, but the nomination 
issue was not addressed by the adviser, and the funds were transferred into a fund which did not 
meet their needs. 

After about one year, the clients made arrangements to withdraw the money, but they found that: 

■ the managed fund had lost approximately $5000 in capital, including $2314 in fees; 

■ the managed fund portfolio was based on an investment strategy of five years; and 

■ the superannuation investment could not be accessed unless they switched funds. 

Mr and Mrs B wrote to the FPA requesting that the matter be investigated. The matter was referred 
to the adviser's employer, a principal member of the FPA. Subsequently, the FPA was advised that the 
clients were financially compensated for part of their loss and that the adviser concerned would have 
all advice monitored by the principal member. 

Source: Adapted from Mason, J. (1995), Financial Planning, September, p. 43. 


Question 1.8 

A client may lodge a complaint against a person who is a member of CPA Australia. 

You therefore need to be familiar with SAB 4 in your Members' Handbook which outlines 
the procedure for the investigation of complaints against members and the consequences 
if you have breached CPA Australia's standards. 

Given Example 1.1, what procedures are in place for CPA Australia to address Mr and Mrs B's 
complaint? What other forms of redress might be open to Mr and Mrs B? 
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Disclaimers and exclusion clauses 


You should be familiar with PP 2 'Disclaimers' in your Members' Handbook before continuing. 

PP 2 points out that the relationship between you and your client is a contractual or fiduciary one, 
which may give rise to an action for professional negligence. 

The decision in the Hedley Byrne Case (1963) established that a duty of care to third 
parties 'is imposed when a special relationship exists and responsibility is not 
expressly disclaimed'. However, in that case Lord Devlin said that 'a man cannot be 
said to be undertaking a responsibility if at the very moment when he is said to be 
accepting it he declares that he is not'. 

Disclaimers and/or exclusion clauses may be used to limit or exclude liability to clients 
and/or third parties. Examples of where they might be used are: 
s where uncertainties apply to the information; or 

■ where the information was supplied by the client to third parties who may seek 
to rely on it. 

Disclaimers and/or exclusion clauses are commonly used in standard forms and 
standard form contracts. 

Part of providing financial planning services is the provision of advice. An appropriately 
worded disclaimer or exemption clause may avoid a liability for negligence. A person 
seeking to rely on a disclaimer first needs to show it was accepted by the client. This can 
be achieved by having the client sign the document, or by showing it has been brought 
to the notice of the other party. Disclaimers and/or exclusion clauses should not be 
used to abdicate your responsibilities and cannot be used to avoid statutory obligations 
or professional negligence which relate to advice, particularly advice about securities. 
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Part D: Financial planning services 


Overview of service providers 

Prior to the 1980s, financial planning was carried out in a piecemeal way in Australia. 
People relied on the advice of bank managers, stockbrokers, life insurance agents, 
accountants and solicitors. In many cases the advice was narrow and biased—for 
example, banks only recommending their own bank products, or solicitors only 
recommending mortgage loans which they then administered. 

The inadequacy of advice fuelled a demand for more impartial and broad-based 
advice, and this led to the development of the current financial planning industry. 

The evolving financial planning industry is still relatively new, and as with all 
professions and trades the quality of participants and their particular skills can vary 
significantly. Some people who call themselves financial planners are product sellers, 
tied to one organisation, whilst others are independent and are able to offer a full 
range of services and products. Specialists may be able to offer excellent advice in 
certain aspects of a portfolio, but have no knowledge of other aspects. The current 
major providers of financial planning services are listed below. 

Accountants —many accountants in practice have specialised in taxation, accounting 
and auditing, but client demand is increasingly resulting in accountants extending/ 
adding to their skills and expanding their services into the financial planning areas. 

Actuaries —as well as analysing investment performance and insurance products, some 
actuaries are also licensed investment advisers. 

Banks and other financial institutions —traditionally banks have provided limited advice 
about their own loans, interest-bearing accounts and other products. More recently, 
banks have set up personal financial planning services, and whilst some banks 
still promote only their own products, others do offer a more independent service. 
These comments also apply to other financial institutions such as building societies. 

Financial planners—a financial planner is required to have a clear understanding of a 
client's unique needs, objectives, aspirations and lifestyle, and to have the skill to help 
a client gain fulfilment in these by designing a client-appropriate financial plan. 

Investment advisers —most investment advisers either hold a dealers licence and have 
representatives who hold proper authorities, or they hold an investment advisers 
licence (licensing was covered in the Corporations Act 2001 (Cwlth) section covered 
earlier in this module). 

Life insurance offices— traditionally insurance offices have relied on commission-driven 
agents and representatives. More recently, some offices have changed their focus and 
have developed broad-based training programs and set up financial planning subsidiaries. 

Real estate agents —the advice given by these participants is generally limited to the 
purchase, financing and insurance of direct property investments. 

Solicitors (legal practitioners) —many solicitors are involved in mortgage lending, by 
arranging loans from clients with surplus funds to those who seek to borrow. 

Client demand has resulted in some solicitors expanding their services into other 
financial planning areas. 
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Specialist consultants—these participants may specialise in such areas as 
superannuation, insurance or the provision of finance, and may only be licensed to 
practise in those areas. 

Stockbrokers —whilst stockbrokers have traditionally confined their advice to securities 
listed on the stock exchange, many have expanded their services recently to 
encompass financial planning, retirement planning and other areas of investment. 

Trustee companies —in addition to performing their duties as trustees, some trustee 
companies also provide financial planning advice. 


Qualities of a successful financial planner 


A financial planner must be able to analyse his or her clients' financial needs and 
objectives and then design financial plans which address those needs and objectives. 
Financial planners often work with other service providers such as accountants and 
legal practitioners in the provision of their services. Successful financial planners need 
certain basic skills and qualities. These include: 

b extensive knowledge of investment alternatives, taxation, superannuation and 
social security legislation; 

b knowledge of family law and matrimonial issues; 
a specific financial mathematics skills; 

a an understanding of macro influences on financial planning—the economic, 
political and social environments; 

b the ability to interview, devise strategies and structure a portfolio which correlates 
with a client's financial goals; 

□ the ability to communicate clearly and succinctly at all stages of the financial 
planning process; 

bs the skills to develop, implement and review financial plans; 
b access to research about investment alternatives; 
b a network of service providers to ensure access to specialist information 
when required; 

b a willingness to undertake ongoing training and professional development courses 
to keep abreast of trends; and 
a a professional and ethical approach at all times. 


Quality control requirements for accounting practices 


When financial planning services are provided by a member of another profession, that 
person is subject to the codes of practice and conduct of their own profession. 
Professional accounting practices are required to adhere to the two major accounting 
bodies' quality assurance (QA) system of checks and balances. QA is designed to 
ensure that accountants maintain a consistently high standard of quality and service to 
their clients. APS 4 sets out quality control standards which members must abide by. 

The 10 elements of quality control within an accounting practice as given in APS 4 
are as follows: 

1 Professional independence. 

2 Assignment of personnel to engagements . 


3 


Guidance and assistance. 
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4 Supervision. 

5 Employment. 

6 Professional development 

7 Promotion. 

8 Client evaluation. 

9 Inspection and review. 

10 Allocation of administrative and technical responsibilities. 

To read about the details of these elements, you should refer to APS 4 of your Members' Handbook. 
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Part E: Issues {facing a financial planner 

Fundamental issues that every financial planner must consider include whether they 
should be remunerated by fees or by commissions, and the ethics involving their 
conduct towards clients. This section discusses these issues. 


Fees versus commissions 


A proper authority holder who receives direct commissions for placing funds into 
securities is required to hold a licence. However, he or she can receive commissions via 
the dealer who has issued the proper authority. 


The ASIC and 'fees' 

The disclosure requirement of s. 947B regulation 7.7.11 of the Financial Services Reform 
Act 2001 (Cwlth) requires disclosure of conflicts of interest involving fees, commissions 
and other benefits and interests of an adviser and his or her associates. Financial planners 
must decide how they will be remunerated. 

Fees can be charged in two ways: 

■ on a fee-only basis, whereby fees are charged on an hourly rate; or 
s on a fee as a percentage of assets invested. 

The Australian Securities and Investments Commission (ASIC) has made it clear that 
its definition of Tees' relates to an hourly rate. Hence, unlike the perspective adopted 
by some financial planners, a fee within this definition cannot be, say, two per cent of 
the assets invested which is then offset against the commission earned, thereby giving 
the client a rebate of the difference. 

When an hourly rate is to be charged, ASIC requires that an estimate of the likely 
hours to be charged is disclosed to the client. 


The issues involved 

You need to decide what is the most appropriate way for you to receive your income. 
Whilst hourly fees are transparent, you need to tell your client the number of 
hours you will work for them before they know your total fees. Initial and trailing 
commissions are not so transparent, but regardless of how you choose to be 
remunerated you are required to disclose any fees and commissions you earn. 

In order to comply with regulation 7.7.11, your disclosure statement should include a 
specific and unambiguous comment as to the actual cost of the advice in a way which 
will be understood by your client. For example: 

Our fees and charges for preparation of an SOA and associated advice will be 
based on an estimated 40 hours at an hourly rate of $150. All commissions and 
brokerage, if any, will be rebated or refunded to you. 
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There are three main ways that financial planners receive their income. These are: 

■ Commission only . Most long-term financial planners started out as commission 
sales people, selling insurance policies and bonds, savings plans, superannuation 
and so on. In addition, most products pay trailing commissions whilst funds 
remain under management. Many experienced financial planners still prefer to be 
remunerated by commissions, as do those in other occupations such as 
stockbrokers and insurance agents. 

Advantages: 

B the client does not have to pay if he or she decides against implementing a 
particular plan, so, can seek advice from more than one adviser; and 

■ commission is easier to administer, and the adviser does not have to invoice 
the client. 

Disadvantages: 

a the adviser may be biased in favour of those products which pay high 
commissions and/or trailing commissions, and ignore those that do not; 

■ it is difficult for the adviser to justify the amount of commission which will 
be received where large amounts of money are invested; 

■ the adviser's remuneration may be inadequate where small amounts of 
money are invested, especially when trailing commissions do not provide 
enough revenue for the ongoing service provided; and 

□ the adviser is not remunerated if the client does not implement a plan. 

■ Fees only. The financial complexities involved when dealing with some clients 
and the numerous tax strategies available can result in many hours of advice being 
required to identify appropriate strategies. Traditionally, advisers from the 
accounting and legal professions have charged a fee for providing these services. 
Many still charge a fee for service as they have extended services into the financial 
planning industry and into preparing comprehensive financial plans for some 
clients. Any commissions they receive are rebated to the client. An increasing 
number of experienced financial planners are doing likewise. 

Advantages: 

a traditionally this is how accountants have charged their clients, so it may be 
considered to be more professional and acceptable to the client; 

□ the adviser is likely to be objective; 

d the adviser is paid for all the work completed; and 

® clients may prefer the arrangement of paying for the plan because it relieves 
them of any further perceived obligation—they can then deal with the 
stockbroker, insurance company, fund manager, real estate agent or whatever 
of their choice. 

Disadvantages: 

B the adviser may lose business to advisers who give 'free' advice initially; 

c the hourly rate may not be justifiable when smaller amounts of funds are to 
be invested; 

a the hourly rate may result in a lower fee when larger amounts of funds are to 
be invested; and 

a the hourly rate is more difficult to administer because of the need to record 
time spent, and fees must be collected. 
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■ Part fees, part commission. Some advisers have moved from receiving a 

commission only, or fees only, to being remunerated partly by fees and partly by 
commission. They prefer to charge a nominal fee for initial advice and their 
services in preparing a plan in the anticipation that they will receive commissions 
when the plan is implemented. Some rebate the fees charged for the plan if 
investments are made into products which pay a commission. Some rebate part of 
the commission. 

Advantages: 

m the financial plan is more affordable for the client and the client does not 
feel the same 'pressure' to implement a 'free' plan; 

■ although the adviser may be inadequately remunerated, the fact that the 
client has paid for the plan gives value to the plan for the client; and 

□ the client does not have to finance most of the fees, as these are deducted 
from commissions received by the adviser. 

Disadvantages: 

a the adviser is inadequately remunerated if the client does not implement the 
financial plan; 

□ clients may undervalue the amount of work that is involved in preparing 
the plan; and 

■ the adviser may still lose clients to advisers who give 'free' advice initially. 


Ethical issues 


There are certain fundamental issues relating to ethics that you, as an accountant 
providing financial planning services, should consider. Businesses and members of the 
public rely on, and need to have confidence in, professionals providing financial 
planning services. As a professional adviser, you are required by your professional 
body to meet and maintain high standards of integrity, technical skills and morality, 
perform your duties diligently and treat the client's interests as paramount. 

In general, people who become competent in a field increase their ability to earn. 

This applies whether the individual is a tradesperson such as a plumber or jeweller, or 
a professional such as a surgeon, lawyer or accountant. Yet rarely do we hear that a 
surgeon suggesting a particular medical procedure is influenced by the fact that such a 
procedure will be profitable. Unfortunately, some advisers controlling financial assets 
have defrauded their clients or recommended doubtful investments which have 
resulted in substantial losses of their clients' capital. 

Professional ethical awareness and behaviour of financial planners can be influenced 
by factors such as level of education, work experience and industry code of ethics. 

The Australian Securities and Investments Commission (ASIC) is setting standards for 
accountants, auditors and investment advisers to conduct their professional activities 
more ethically. There is a growing demand for financial advisers to accept legal 
liability for the advice they provide to their clients. 

The quality of financial planning requires a high level of trust and interaction between 
the investor and the adviser. Financial advisers should observe high standards of 
accountability when providing advice to clients/investors, who in return have a 
responsibility to become active participants in this process. The Australian Securities 
and Investments Commission has a major role in ensuring that financial planners 
provide financial advice with a high level of assurance of trust, integrity and fidelity. 
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Case study 1.1 

Mr Phipps is an accountant and his office is located at Collins Street in Melbourne. He advises most 
of his clients on tax matters. 

One of his existing tax clients, Mr Joy, needs investment and financial planning advice. In particular, he 
states he has $50 000 to invest and he wants his money invested ethically in Australian enterprises. 

What professional and ethical considerations should Mr Phipps take into account? 


CPA Australia/ICAA Code of Professional Conduct 

The Code of Professional Conduct applicable to members of CPA Australia and ICAA is contained 
in your Members' Handbook. You should ensure that you are fully familiar with its content and that 
you abide by it at all times. 

Section B of the Code of Professional Conduct is reproduced below. 

Code of Professional Conduct 1 
SECTION B 

Fundamental Principles of Professional Conduct applicable to all members 
B.l The public interest 

Members must at all times safeguard the interests of their clients and employers 
provided that they do not conflict with the duties and loyalties owed to the 
community and its laws. 

B.2 Integrity 

Members must be straightforward, honest and sincere in their approach to 
professional work. 

B.3 Objectivity 

Members must be fair and must not allow prejudice, conflict of interest or bias 
to override their objectivity. When reporting on financial statements which 
come under their review they must maintain an impartial attitude. 

B.4 Independence 

Members must be and should be seen to be free of any interest which might 
be regarded, whatever its actual effect, as being incompatible with integrity 
and objectivity. (Refer to Professional Statement FI of this Code.) 

B.5 Confidentiality 

Members must respect the confidentiality of information acquired in the 
course of their work and must not disclose any such information to a third 
party without specific authority or unless there is a legal or professional duty 
to disclose it. (Refer to Professional Statement C5 of this Code.) 

B.6 Technical and professional standards 

Members must carry out their professional work in accordance with the 
technical and professional standards relevant to that work. (Refer to Section E 
of this Code.) 


1 Extracted from CPA Australia Members' Handbook, December 1999 issue. 
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B.7 Competence and due care 

Members must perform professional services with due care, competence and 
diligence. A member has a continuing duty to maintain professional 
knowledge and skill at a level required to ensure that a client or employer 
receives the advantage of competent professional service based on up-to-date 
developments in practice, legislation and techniques. In agreeing to provide 
professional services it is implied that there is a level of competence necessary 
to perform professional services and that the knowledge, skill and experience 
of the professional accountant will be applied with reasonable care and 
diligence. Professional accountants should therefore refrain from performing 
any services which they are not competent to carry out unless advice and 
assistance is obtained to ensure that the services are performed satisfactorily. 

B.8 Ethical behavior 

Members must conduct themselves in a manner consistent with the good 
reputation of their profession and refrain from any conduct which might 
bring discredit to their profession. 


Case study 1.2 

You have just been offered an insider trading proposition that will result in a profit of $500 000 to you 
if you can raise $100 000. An elderly client, aged 72, has $100 000 invested in a bank where it is earning 
seven per cent interest per year. She asks you whether she should reinvest the money in the bank, or 
whether there is some better alternative. What are the ethical and other issues you need to consider? 


Part F: Review 
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The financial planning process is complex because it is affected by domestic and 
international political, environmental and social factors. The Australian economy is 
influenced by international economic developments. Business risks, economic risks 
and macro-economic factors should be considered in the development of a financial 
planning strategy. 

Financial planners should be aware of the following factors as they affect their clients: 

■ interest rates; 

■ government policies (monetary and fiscal) regarding inflation; and 
m exchange rates. 

They also should be aware of the constraints of the regulatory and legal framework 
surrounding financial planning and of the requirement to abide by the Code of 
Professional Conduct and ethical pronouncements of the Financial Planning 
Association, and the member's own professional body. 

This module has provided an overview of the steps involved in the financial planning 
process. This process includes the important step of data gathering, which has been 
discussed in some detail above. Later modules will look in detail at further aspects 
which make up the picture of financial planning. 
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Appendix 1.1 


Statement of Advice data collection form 

BARBARA SMITH AND DR ERDOGAN KOKEN 

Confidential 

Date of consultation:. 

Client details 

Name:. 

Address:. 



. Postcode:. 

Telephone number:.Fax numbers:.. 


Date of birth:. 

...Age:. 

Tax file number:. 


Occupation / position:. 


Name of the business:. 


Type of business/ tax structure: 

Partnership 

Private Company 

Sole Trader 

Limited Partnership 
Discretionary Trust 
Other 

Employer:. 


Retirement/termination date:. 


Can salary be packaged?.. 


Business, personal income:.. 


Business, personal assets:. 


Business, personal liabilities: . 


Other information: .. 


Objectives:. 
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Family/dependant's details: 


Title Surname 


Date of birth 

and age in Annual income/ 
Given name years relationship 


Current financial details: 

Income 

Taxable Income 

(gross annual) Client Partner Total 

Salary, wages 

Bonuses, profit 
sharing income etc. 

Business income 

Pension 

Interest 

Dividends 

Rent 

Other investment 
income 

Partnership income 
Trust distributions 

Realised capital gains _ 

Other 

Gross income 

Less tax deductions 
on income 

Taxable income 

(Less) tax on 
taxable income 

Income after tax 
Non-taxable income 
Family allowance 
Parenting payment 
Exempt income 

Other non-taxable 
income 

Total income 


Realised capital 
losses not yet offset 
against capital gains 
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1.3 


Expenses and obligations 

Item Annual family expenditure 

Food and drink 
Clothing and footwear 
Rent 

Mortgage payments 
Electricity, gas, heating 
Telephone 

Other household expenses and maintenance 
Rates, water, body corporate, insurance 
Motor vehicle costs: 

Insurance and registration 
Petrol and oil 
Repairs and maintenance 
Other travel 
Holidays 

Subscriptions and club fees 
Education and tuition 

Support payments for aged parents or others 

Entertainment and recreation 

Gifts and donations 

Accounting and financial services 

Self-funded superannuation contributions 

Health payments—medical, dental, etc. 

Other 

Regular savings plans 

Spouse superannuation contributions 

Total annual insurance premiums 
(from below) 


Total living expenses 
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Insurance premiums (annual) 

Type _ Notes _ Client _ Partner _ Total 

Endowment/ 

death 

General property 
and liability 

Income 

protection 

Health 

Other 


Assets 

Non-investment assets 

(market value)Client _ Partner _ Total 

Family home 
Personal property 

Jewellery 

Antiques; art etc. 

Motor vehicles 
Holiday home 

Boat and leisure assets 
Cash on hand 
Other 


Total 
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Investment assets 
(market value) 


Wants 

Date Estimated Estimated to keep 

acquired Cost Amount income growth (Y/N) 


Investment accounts 
banks, credit unions, 
etc.: 

Cheque account 

Savings account 

Investment account 

Mortgages 

Bonds and 
debentures 


Real estate 


Shares 


Managed funds 


Friendly societies 


Rollover funds 
Total 

Comments on investments: 


Savings details (other than superannuation and insurance) 

Regular 

savings plans _ Type _ Client _ Partner _ Total 

Current value _ Savings plan _ 


Maturity date Savings plan 

and maturity 

value 
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Current value of death benefits: How much do you have, how much do you need? 


Type How provided Client Partner Total 


Employer group 
life insurance 

By employer 

Individual life 

Self-owned 

Individual life 

Owned by others 

Death benefits 

Superannuation 

Death benefits 

Annuity 

Other 

Total 

Double 

Accidental death 

indemnity 

amount? 

benefits 


Any additional 
life insurance 
required? 


Estate planning and power of attorney 

Do you have a current will, power of attorney, guardians or testamentary trust? 
Yes/No. If yes, give details: 


Superannuation details 


Superannuation Type Client Partner Total 


Annual 

contribution 

Employer 

Annual 

Own contributions 

contribution 

Spouse contributions 

Value on death 

Death benefit 

Estimated 

retirement benefit 

All 

Choice of fund 

available? 

Self-managed Fund? 
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Rollover details 

Component _ Client Partner Total 

Fund and date Pre-7/83 
of rollover 

Taxed post-6/83 
Untaxed post-6/83 
Undeducted contributions 
Post-6/94 invalidity 
Pre-7/94 concessional 
CGT exempt 

Total 

Preserved 
amount 

Balance 
15/2/90 

Lump sum RBL 

Pension RBL 

Liabilities 

Liabilities 
Home mortgage 
Motor vehicles 
Overdraft 
Investment loan 
Personal loan 
Credit cards 
Other loan 
Travel 

Public/product 
liability 

Options/futures 
contracts 


Term and Balance— Balance— 

rate %client partner Total 


Total 
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Aims and objectives profile 

List your most important current and future lifestyle requirements: 


Concerns profile 

Indicate on a scale of 1 (low) to 6 (high) the importance of these issues: 


Importance Issue 

Question 

Current income 

How important is maximising your income from 
investments this year? 

Simplicity 

How important is it that your investments are easy 
to manage? 

Safety 

How important is it that your capital base 
is protected? 

Liquidity 

How important is it that your assets (other than the 
amount of money you keep at call to meet 
emergencies) can be quickly converted to cash? 

Tax 

minimisation 

How important is it that you reduce/minimise your 
overall tax liability? 

Hedge against 
inflation 

How important is it that your investments at least 
grow in line with inflation? 


Client declaration 

I am/we are aware that a financial plan will be prepared solely from the information 
contained in this form. I/we confirm that the information recorded in this form is an 
accurate representation of my/our financial position, objectives and needs. I/we have 
not knowingly withheld any information that may be relevant to the preparation of 
my/our financial plan. If I/we do not proceed with the implementation of the plan 
within 30 days of its presentation, I am/we are aware that the information and the 
plan will need to be reviewed. 


Signed . Date ./ / 

Signed . Date ./ / 

OR 


Client limited advice statement/authorisation 

I am/we are seeking limited advice of a certain type, and acknowledge that I/we only 
require recommendations to be made that relate to the limited advice as specified in 
this data collection form. 

Signed . Date ././.... 


Signed 


Date 


/ . / 
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1.1 


Client acknowledgment form 


CPA Pty Ltd 
ACN OOO 000 000 

Australian Financial Services Licence Holder No. 000 000 
Suite 1, 25 Upmarketville Road, Upmarketville, Victoria 3079 


Client acknowledgment 

Client name: . 

Address: . 

Date: . 


Client should complete (a) or (b)—whichever is applicable. Completion of this form 
is a CPA Pty Ltd compliance procedure preferred by the Australian Securities and 
Investments Commission. 


(A) Advisory investment (for use when personal advice is provided) 

This acknowledgment is a quality control measure to ensure that the investments and 
insurances, if any, recommended for you, fully comply with your financial needs and 
objectives. It also ensures that CPA Pty Ltd has made all the necessary disclosures 
detailed below to your satisfaction. If anything of importance has been omitted, please 
discuss this with your CPA member before signing and returning this form. 
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Written or oral recommendations 

Written: I/we acknowledge that I/we have thoroughly read the SOA prepared by CPA 
Pty Ltd for me/us through their authorised representative, Robin Doe, dated 

/ / , and that it accurately records my/our financial situation, risk profile and 

financial needs and objectives. 

OR 

Oral: I/we acknowledge that the investments/insurances recommended by CPA Pty Ltd 
for me/us through their authorised representative, Robin Doe, and entered into 
on / / are based on an accurate understanding of my/our financial needs 

and objectives. 

I/we also acknowledge that CPA and its authorised representative have disclosed and 
explained: 

■ that they may have a relevant interest in the investments recommended (if any) 
in the submission; 

■ the risks associated with any such investments and that there are no guarantees 
on future growth levels; 

□ any fees and costs relating to the above investments and/or insurances and the 
advice given; 

■ the commissions payable to CPA and its representatives deriving from the above 
investments/insurances; 

□ the financial risks of inadequate insurance cover—the level of insurance 
recommended (if applicable) is based on a complete analysis of my/our financial 
needs and a policy purchased which differs from the recommended may not be 
appropriate to my/our needs; 

■ that the contents of this submission are for my/our sole use only; 

a that all recommendations are based on current interpretations of regulations; 

■ the need for monitoring, advisory and reporting services and that those services 

will be provided by CPA Pty Ltd for a quarterly fee invoiced in arrears and 
commencing from / / ; and 

■ that if I/we do not wish to proceed with this submission within 30 days of its 
presentation to me/us and/or receiving the Monitoring, Advisory and Reporting 
Service, then I/we will inform CPA in writing. 

I/we understand that there may still be fees payable, as fees are invoiced quarterly in 
arrears. I/we also acknowledge that, should I/we not pay for the ongoing service, 
Robin Doe and CPA will not have any responsibility to monitor and review my/our 
portfolio from the date of non-payment. 

I am/we are aware that the recommendations contained in the SOA are interrelated 
with each other, and that the company and Robin Doe are specifically excluded from 
all responsibility and liability for any loss I/we may suffer by partial implementation 
of the plan. 


J . i 

J .A 


Client signature(s) 


Date 
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Module 1 


Suggested answers 


Question 1.1 


The answer to this question is somewhat open because each accountant will vary in 
the skills he/she already possesses. Financial planners and accountants both gather 
data—a tax accountant will gather historical data to prepare tax returns, but when 
preparing a business plan, current data and future projections are needed. 

A financial planner gathers current data and information about a client's future 
financial needs and hence, might be more future oriented. A financial planner needs 
technical information about various investment products and must overview a variety 
of requirements which may ultimately be provided by other professionals including 
solicitors (for such matters as wills and powers of attorney) and insurance brokers. 


Question 1.2 


The client's financial adviser must be aware of the cyclical nature of economic, 
business and investment environments which can cause expansion and contraction 
phases in the economic environment at different points in time. This in turn affects 
the selection of investment options. The globalisation of international markets means 
Australian markets are increasingly influenced by movements in overseas markets, 
resulting sometimes in volatility in exchange rates and interest rates. 


Question 1.3 


Fiscal policy can either be tight or expansionary depending upon the balance of the 
Government's revenue through taxes and spendings. The deficit is usually met by 
borrowing and the sale of government bonds to financial institutions such as banks. 
Also, the Government can either choose to increase taxes or decrease its spending to 
lower its deficit. Financial planners must review the investment strategies 
recommended to clients in view of any increased taxes. 

In the case of a budget surplus, the Government may buy bonds to lower interest 
rates. Again, financial planners need to take into account fiscal policy in the 
preparation of financial plans for clients. The budget statement includes social security 
and taxation issues that are important considerations for financial planners because 
legislative changes might necessitate changed strategies for some clients. 
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Question 1.4 


The fluctuation of the Australian dollar can affect interest rates, inflation and returns 
on international investments. Therefore, the financial planner must be aware of 
exchange rate fluctuations and their implications for international investments— 
essential information to have at hand before giving international investment 
advice to clients. 

Note that the Reserve Bank can buy or sell the Australian dollar to try to stabilise 
fluctuations of Australian currency and interest rates. 


Question 1.5 


In recent years, the Government has made one of its major priorities an increase in the 
level of domestic savings. Initiatives include reducing the budget deficit. This has led 
to the Government's retirement incomes policy which encourages people to become 
more self-sufficient in retirement. Compulsory superannuation contributions by 
employers effectively forces low and middle-income earners to maintain a minimum 
level of long-term saving, which should lead to a net increase in private savings. 
Superannuation is an important component of national savings, retirement planning 
and financial planning. When providing financial planning services, you must take 
compulsory superannuation contributions into account to calculate your client's 
overall superannuation and other retirement income and investment requirements. 


Question 1.6 


a The Financial Services Reform Act 2001 (Cwlth) makes a distinction between 
personal and general advice. 

Personal advice 

If you provide personal advice to a retail client, two obligations are imposed: 
Know your client. You must only provide advice to the client if: 

■ having regard to the client's objectives, financial situation and needs, you have 
given such consideration to and conducted such investigation of the subject 
matter of the advice as is reasonable in all circumstances; and 

■ the advice is appropriate having regard to that consideration and investigation. 
Warn your client If the advice is based on information about the client which you 
know to be inaccurate or incomplete, you must at the same time as providing 
the advice: 

a warn the client that the advice may be based on inaccurate or incomplete 
information about their objectives, financial situation and needs; and 

■ warn the client that they should consider the appropriateness of the advice 
having regard to the objectives, financial situation and needs. 

General advice 

If general advice is provided to a client as a retail client, you must warn your client 
of the following at the same time and in the same manner as the advice is 
provided: 

■ that the advice may be based on inaccurate or incomplete information about 
the client's objectives, financial situation and needs; 

■ that they should consider the appropriateness of the advice having regard to 
the objectives, financial situation and needs; 





SUGGESTED ANSWERS 


1.3 


□ if the advice relates to the acquisition of a financial product that the client 
should obtain a product disclosure statement before making any decision to 
acquire the product. 

b The FSRA requires licensees to provide personal advice to retail clients in the 

Statement of Advice (SO A). The SO A must contain the personal advice so the client 
can make an informed decision about whether or not to act upon that advice. 

The exemption to this is if the advice is not provided to a 'retail' client. 

A financial product or financial service is not provided to a retail client if it is not, 
or does not relate to, a general insurance product, a superannuation product or an 
RSA product, and: 

a The price for the provision of the product, or the product to which the service 
relates is equal to or greater than: 

• $500 000 for an investment based financial product; 

■ $500 000 for income stream financial products; 
b $100 000 in respect of single derivates; 

□ $500 000 when the derivative is included in two or more related financial 
products; 

a $500 000 for non-cash payment financial products. 

9 The product or service is provided for use in connection with a business that is 
not a small business. 

9 The product or service is not provided for use in connection with a business 
and prior to the provision of the product or service the client gives you a 
certificate from a qualified accountant within the proceeding six months 
stating that they have net assets of at least $2.5 million and have had gross 
income for each of the last two financial years of at least $250 000. (Note, this 
is old sophisticated investor exemption.) 

□ The person is a professional investor, including: 

■ a financial services licensee; 

b an APRA regulated body; 

□ a trustee of a superannuation fund or ADF with net assets of $10M; 

□ a person who controls at least $10M; 

□ a listed entity; 

■ a body carrying on a business of investment in financial products, interests 
in land or other investments and for those purposes invests funds received 
following an offer or invitation to the public. 


Question 1.7 


All eventualities should be discussed and incorporated in investment strategies. 
Every discussion, decision, recommendation, reason for recommendation, clients' 
reasons for rejection of a particular strategy and so on should be documented. 

Detailed working papers should be kept to show that the issues were discussed with 
the client. The final sign-off by the client is critical. For example, if the bank could 
produce a full explanation and documentation of explanations to the client, this 
could act as a defence. 
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1.4 

Question 1.8 


Mr and Mrs B may make a complaint to CPA Australia under SAB 4 (see your Members' 
Handbook). Resolving a complaint made against an accountant may involve payment of 
compensation for losses suffered by a client where an accountant has failed to meet the 
client's objectives, either voluntarily or as a result of a claim made under common law. 


Case study 1.1 


This case study raises many professional and ethical considerations for accountants 
who are considering giving investment advice to their clients. First, advising on the 
investment of $50 000 is more than the provision of incidental advice. Does Mr Phipps 
have the necessary skills to provide such advice, does he hold a proper authority, or does 
he hold a licence to provide advice on securities? If he does not, then he should refer his 
client to a suitably qualified person. 

If Mr Phipps is a proper authority holder, or is licensed to provide advice on securities, 
he needs to adopt the following approach. 

Mr Phipps should ensure that he knows his client. Does any investment 
recommendation fit into Mr Joy's overall financial strategy? Is he giving limited 
advice? If so, this should be confirmed in writing between Mr Phipps and Mr Joy. 

In regard to ethical investing Mr Phipps should: 

■ ask Mr Joy to clearly define what he means by ethical investing; 

a consider the profitability of any investments he may recommend; and 

■ as a matter of competence and due care, discuss the problem of indirect investment 
into an unacceptable industry—that is, by investing in an enterprise which, whilst 
not directly involved in an unacceptable activity, does make investments into an 
enterprise which is involved in an activity which is not acceptable to Mr Joy. 

Mr Phipps should not recommend an investment which favours his own interests 
instead of providing reliable, fair and ethical investment advice to his client. 


Case study 1.2 


The ethical issues to be considered are as follows. 

□ CPC para. 18 in your Members' Handbook states that a person in practice cannot 
accept a loan from a client except where the loan is negotiated at arm's length in 
the ordinary course of the client's business. This client is not in business, and 
therefore there would be a breach of the Code of Professional Conduct if a loan 
were made in these circumstances. 

■ Insider trading is illegal and therefore should not be considered in any case. 

■ Consider whether any commissions are payable if the investment is switched and 
whether this is influencing your recommendations. CPC para. 19 and D.l in your 
Members' Handbook discuss third party commissions. Where such an arrangement 
exists, the client must be informed in writing of the existence of the arrangement 
and the commission or other benefit accruing directly or indirectly to the member. 
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■ Applying all the principles of financial planning, what is the best for the client? 

■ What is the client's attitude to risk? A client must be informed of all the risks 
associated with any change in investment. 

■ The honesty and fairness of the accountant providing financial planning services 
is vital for the uninvolved and less financially sophisticated investors. 


Integrity in the approach is paramount, and the client's interest must be protected. 




Key elements in the financial 
planning process 


Contents 


Preview 2.4 

Introduction 
Objectives 
Readings 

Part A: A review of fundamental investment concepts 2.6 

Basic mathematical concepts 2.6 

Time value of money 2.6 

Types of interest 2.7 


Simple interest 
Compound interest 

Future value of a present value amount 
Simple interest and compound interest compared 


Present value 
Effective rate 

Annuities 2.11 

FV of an ordinary annuity 
FV of an annuity due 
PV of an ordinary annuity 
PV of an annuity due 

Perpetuity 2.14 

Growth perpetuity 

Net present value 2.14 

The internal rate of return 2.15 

Risk, return and portfolio analysis 2.17 

The relationship between risk and return 
Portfolio theory 
Portfolio planning and risk 

Interest rate concepts 2.20 

The bond market 
Bond returns and risks 
Bond risk 
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Risk 

2.24 

Personal risk profile 

2.24 

Life cycle 

Interruption to the cycle 

Types of risk 

2.28 

Pure risk 

Speculative risk 

Management of risk 

2.29 

Financial risk 

2.29 

Retained and transferred risks 

2.30 

Risk and insurance 

2.31 

Risk insurance 

2.32 

Life insurance 

2.32 

Life insurance 

Permanent insurance 

Surrendering policies 

Term life insurance 

Split purpose life assurance 

Disability, income protection and accident insurance 

2.35 

Total and permanent disability insurance 

Income protection insurance 

Waiting period 

Benefit payment period 

Taxation treatment of premiums and receipts 

Trauma or critical illness insurance 

2.37 

Taxation issues 

Needs analysis and declaration requirements 

2.39 

Lump sum compensation/settlement payments 

2.40 

Death and disability cover for superannuation fund members 

2.41 

Self-insurance and tax deductibility 

Health insurance 

2.42 

Lifetime Health Cover 

General insurance 

2.43 

Vehicle insurance 

House and contents insurance 

Building insurance 

Travel insurance 

Professional indemnity insurance 

Loan cover 

Workers compensation 

The financial planner's role 

Part B: Remuneration planning 

2.48 

Why remuneration plan? 

2.48 

Overview of fringe benefits tax 

2.49 

Change in FBT gross-up formula 

Marginal rates of tax 

Reportable fringe benefits 

Cost of benefits: Corporate employer 

Types of remuneration packages 

2.53 

Salary sacrifice 

2.53 

On-costs 

Superannuation Guarantee (SG) 

Calculating the after-tax cost of benefits to the employee 

Employer-provided benefits and family tax benefit 

Packaging options 

2.56 
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Non-deductible benefits 


2.57 


Actual method 
50/50 split method 
12-week register method 
Reportable fringe benefits 


Deductible/non-FBT benefits 


2.58 


Superannuation 

Eligible termination payments (ETPs) 

Leased cars sold to employees 
Business-related travel 
In-house benefits 
Other exempt or non-FBT benefits 

Otherwise deductible expenses 2.64 

Concessional^ taxed benefits 2.64 

Motor vehicles 

Rebatable employers 2.71 

Non-tax-paying employers 
Employers not subject to FBT 
Benefits for expatriate employees 

Case studies 2.75 


Part C: Review 

References 


2.78 

2.78 


Further reading 

Summary of formulae 


2.79 


Suggested answers 


Readings (see separate booklet) 
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Preview 


Introduction 

This module is divided into three parts. Part A reviews fundamental investment 
concepts including basic mathematical concepts, risk and insurance. Part B provides a 
comprehensive explanation of remuneration planning. A listing of reference material, 
further reading and a summary of important formulae and terms are provided in Part C. 

Financial planners need a good working knowledge of fundamental investment 
concepts. Financial mathematics is an important tool to assist in making more 
informed financial choices and decisions. Financial planners must be able to 
determine present and future values of capital amounts and income streams so that 
different investment options can be evaluated and compared. In addition to basic 
mathematical concepts, risk, return, portfolio analysis, a basic understanding of what 
causes interest rates to change, and capital gains and losses on long-term investments 
with a fixed interest rate must be understood. 

Each investor's portfolio needs to be structured so as to take into account that 
particular investor's age, life cycle, risk profile and financial objectives. Investors seek 
to increase their wealth both by managing their investments effectively and protecting 
those investments from inflation, taxes and other factors. 

For most investors, the aim of investment is to achieve maximum return with 
minimum risk. A general rule, however, is that a higher return means higher risk. 
Management of risk is essential for effective financial planning. 

Remuneration planning is an important part of financial planning both from a 
personal and business perspective because it can provide additional rewards for valued 
employees and save costs for employers. An accountant is in a unique position to 
advise on this aspect of planning. This is because of their required knowledge of the 
operation of various taxes—personal income tax, company tax, goods and services tax, 
fringe benefits tax, payroll tax and other on-costs which need to be taken into account 
during the remuneration planning process. 


Objectives 


At the end of Part A of this module you should be able to: 
m understand basic mathematical concepts; 
b understand the time value of money; 

■ calculate simple and compound interest; 

h determine the present and future value amounts of annuities; 
n calculate net present value and the internal rate of return; 

□ discuss risk, return and portfolio analysis and interest rate concepts; 

■ explain the concept of financial risk; 

■ understand risk retention and risk transference in financial planning; 
s identify general insurance options; 

■ list the main features of life insurance, disability insurance and trauma insurance 
plans; and 

d identify appropriate types of insurance for given situations. 


After completing Part B of this module you should be able to: 

□ explain remuneration planning for employees of different types of employers; 
b show how the interaction of company tax, personal income tax, goods and 

services tax, fringe benefits tax, payroll tax and other wage on-costs can be used to 
package remuneration effectively; and 
m prepare an analysis for packaging a car and other benefits. 
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Readings 

Reading 2.1 
'A case for MPT' 

I. Singh 

Reading 2.2 

'Sacrifice: This may hurt a little' 

J. Mcllwraith 
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Part A; A review of fundamental investment concepts 


Financial planning is an integrative process. Calculating and comparing the present 
and future values of investments and returns on investments is a fundamental part of 
the financial planning process. Whilst in practice most people use computers and 
financial calculators to perform these calculations, it is important to understand the 
basic principles of these processes. Such an understanding will help to evaluate various 
outputs from computer programs and to assess the 'common sense' of such outputs. 

The following section provides a review of financial mathematics concepts. Many of 
the calculations can be made easily with a financial calculator or determined using the 
appropriate finance tables. 

Financial risk is an important aspect of personal financial planning. The different 
types of risks are identified, and the management of these risks is also discussed. 


Basic mathematical concepts 


Financial mathematics is a tool that can be used to facilitate financial decision 
making. Many financial planning processes can entail investing and receiving money 
over future periods of time. It is important that the results of the financial formulae 
are expressed in terms of dollars and percentages in order to compare and identify the 
best investment options. 

The objective of this section is to briefly review financial mathematic concepts including: 
b time value of money; 

■ types of interest (simple interest, compound interest); 

■ single cashflow (present and future values); 

■ annuities (present and future values); 

■ perpetuities (present values); 

■ net present value; and 
□ internal rate of return. 

A summary of the formulae and explanation of terms in this section can be found in 
Part C of this module. 


Time value of money 


Most financial decisions involve evaluating benefits and costs that are spread out over 
time. The concept of time value of money establishes a relationship between cash 
flows received and/or paid at different points in time. This concept is the basis of 
financial mathematics. The value of money varies over time because of changing rates 
of interest, inflation levels and opportunity costs. 

Everyone is aware that today's $100 is not the same as next year's $100 because of the 
interest that can be earned on today's $100 and because of the impact of inflation. 
Inflation reduces the buying power of the dollar by depreciating its value with time. 
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Opportunity costs also arise because today's $100 can be profitably invested to make it 
more valuable in the future. Opportunity costs are the foregone income that could 
have been earned. 

Just as cash flows should be compared at a common point in time, it is important that 
the value of returns on investments should be expressed at a common period. 

This will enable valid comparisons to be made. 


Types of interest 


There are three main interest concepts used by financial planners. They are: 

■ simple interest; 

■ compound interest; and 
is effective rate of interest. 

The future value and present value of cash flows depends on the interest type (simple 
or compound), the frequency with which the interest is determined (effective interest 
rate) and the period of time. 


Simple interest 

The time value of money describes calculations on money earnings over a period of 
time. Simple interest assumes that interest earned in each previous period is withdrawn 
and not reinvested. Simple interest can be calculated using the following equation: 

Simple interest = P x t x r (1) 

where P = principal 

t = time in periods (for example, months or years) 
r = interest rate per period, expressed as a decimal 


Example 2.1 

The total interest earned on an investment with a present value of $100 earning 10 per cent simple 
interest per annum for three years would be: 

Simple interest = $100x3x0.10 = $30 


In Example 2.1, the future value of a sum invested and earning simple interest is 
determined without adding the interest accruing over time to the principal. In 
circumstances where the interest earned is not withdrawn and is not compounded, the 
future value of the principal plus simple interest is expressed as: 

FV = PV [1 + (t x r)] (2) 


where FV 
PV 
t 
r 


future value of the cashflow 
present value of the cashflow 
time in periods 

interest rate per period, expressed as a decimal 
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Example 2.2 

One hundred dollars invested at 10 per cent per annum simple interest for five years (where the 
interest is not withdrawn) has a future value equal to: 

FV = $100 x [1 + (5x0.10)] = $150 


Example 2.3 

If you want to receive $1500 in five years, how much do you need to invest now at 10 per cent per 
annum simple interest? 

PV = $1500/(1 + 5x0.10) = $1000 


Example 2.4 

A Treasury note has 120 days to maturity with maturity value of $100. If the simple annual interest 
rate is 10 per cent, what should an investor pay for this note? 

From formula 2: 

Price = PV = $100/[1 + (0.10 x 120 days/365 days)] = $96.82 


Compound interest 

Compound interest assumes that interest is reinvested to earn interest in future 
periods. Typical compound interest investments include savings accounts, mortgages, 
annuities, leases and pension funds. Financial planning calculations generally involve 
compound interest rather than simple interest. 


Future value of a present value amount 

The future value is the final cash flow. Calculation of the future value of a present 
value amount provides information on the compound effect of interest and the 
compounded value of previous cash flows. The future value of a present value amount 
can be calculated using the following equation: 

FV = PV (1 + r) n (3) 

where FV, PV and r are defined as above 

n = the number of periods the PV is invested 


Example 2.5 

The future value of an investment with a present value of $100 at the end of a three-year period with 
10 per cent per annum interest compounding annually is calculated: 

FV = 100(1 +0.10) 3 = $133.10 


Question 2.1 

If $10 000 is invested now, calculate its value after 10 years with: 
a 10 per cent per annum simple interest; and 
b 10 per cent per annum compound interest. 
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Interest paid periodically 

If the interest earnings of an investment is paid 'n' times a year with V per cent 
interest rate per annum, after 't' years the future value of an investment is calculated 
from the formula: 

FV = PV [1 + (r/n)] txn (4) 


Example 2.6 

One hundred dollars is invested with a 10 per cent annual interest rate. The FV of this investment 
after three years will be: 
a if compounded monthly: 

FV = $100 [1 + (0.10/12)] 3 * 12 = $134.82 

b if compounded quarterly: 

FV = $100 [1 + (0.10/4)] 3 * 4 = $134.49 

In Example 2.5, the future value was $133.10 when interest was compounded 
annually. This example illustrates that the return on investment increases by 
increasing the frequency of compounding for a given interest rate. 


Question 2.2 

Using the data in Example 2.6, what would be the future value if interest compounded 
semi-annually? 


Simple interest and compound interest compared 

Figure 2.1 depicts the variation of future values of $100 invested with simple and 
compound interest options. The annual interest rate is 10 per cent. 


Figure 2.1 

Simple and compound interest 



The difference in the future value between compound and simple interest increases 
with time because the interest earns interest in compounding investments. 
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Question 2.3 

What is the difference after five years between a return on an investment of $100 earning 
compound interest and $100 earning simple interest with an interest rate of 7.5 per cent 
per annum? 


Question 2.4 

You have borrowed $20 000 to finance a share investment in return you have agreed to 
pay back $23 000 in three years' time. 

a What is the annual compound rate of interest on the loan? 

b What is the rate of interest if compounded monthly? 


Present value 

The present value of an amount is calculated by discounting the expected future cash 
flows with a discount rate. The present value (PV) of a single payment can easily be 
calculated by rearranging equation (3): 


PV 


FV 

(1 + r) n 


where 1/(1 + r) n is called the discount factor. 


(5) 


Example 2.7 

At the end of five years, a term deposit has a maturity amount of $4832. Assuming the interest was 
compounded annually at a 10 per cent per annum interest rate, how much was initially invested? 

FV 


PV = 4832/(1.10) 5 
= 4832/1.61051 
= $3000 

Original investment $3000. 

In some cases, this can be used to calculate the opportunity cost of capital in making 
decisions to accept or reject an investment option on economic grounds. An investment 
will be profitable as long as the anticipated yield exceeds the opportunity cost. 


Effective rate 

The effective rate (r e ff) is the annualised rate of interest, which includes the effect of 
compounding within the year. The more frequently interest is paid, given the annual 
rate is the same, the greater the effective interest rate. It is calculated: 

r e ff = (1 + r/n) n - 1 


( 6 ) 
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Example 2.8 

If the interest rate is 10 per cent per annum and it is paid quarterly (that is, n = 4), what is the 
effective rate? 

r a = (1 +0.10/4) 4 -1 
= (1.025) 4 — 1 = 0.1038 

The annual effective interest rate = 10.38% 


Annuities 


An ordinary annuity is a series of equal and periodic cash flows occurring at the end of 
each period for a specific time in exchange for a single payment or series of payments 
to the annuity. Examples of annuities include retirement annuities, superannuation 
pensions, instalment credit agreements and equal payment house mortgages. 


FV of an ordinary annuity 

The future value of an ordinary annuity (FV(A)) assumes annuity payments commence 
at the end of the first period and continue until the end of the investment's duration. 
This is shown diagrammatically in Figure 2.2. 


Figure 2.2 


FV(A) 



The future value of an ordinary annuity FV(A) is calculated as: 

FV(A)=A[((l + r) n -l)/r] (7) 

where FV, r and n have the same meaning as before 
A = the amount of annuity 


Example 2.9 

The future value of $100 invested at the end of each year for 10 years at 10 per cent per annum 
interest rate is: 


FV(A) = 100 [((1 + 0.10P- U/0.10] = $1594 
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Question 2.5 

An investment of $10 000 will be made in a fund at the end of each year for the next 15 years 
with 10 per cent per annum compound interest rate. How much money will be accumulated in 
the fund after 15 years when the investor retires? 


Question 2.6 

An investor wants to accumulate for retirement in 25 years' time a total of $750 000. What 
uniform amount should be invested at the end of each year? Assume the compound 
interest rate is 10 per cent per annum. 


FV of an annuity due 

The future value of an annuity due (FV(AD)), assumes annuity payments commence at 
the beginning of the first period. This is shown diagrammatically in Figure 2.3. 


Figure 2.3 


FV(AD) 



FV(AD) = A [((1 + r) n - l)/r](l + r) (8) 

The FV(AD) in Example 2.9 will be: 

FV(AD) = 100[((1 + O.IO) 10 - 1)/0.10](1 + O.IO) = $1753 

PV of an ordinary annuity 

The present value of a stream of equal payments to be received or paid, commencing 
at the end of the first period, can be calculated with the following equation: 

PV(A) = A [(1 - (1 + r)" n )/r] (9) 

where PV(A) is the present value of an ordinary annuity. 


Example 2.10 

The present value of a loan to be repaid at the rate of $100 at the end of each year for 10 years at 
10 per cent annual interest is: 

PV = 100 [(1 -( 1 + 0 . 10 n / 0 . 10 ] = $614 


This formula can be used to calculate the present value of mortgages and loans, or income streams. 
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Question 2.7 

One of your clients wants to invest a lump sum of money now to provide $25 000 uniform 
income paid at the end of each year for 10 years. What is the maximum investment to be 
made now? Assume the compound interest rate is 10 per cent per annum. 


Calculating payment amount 

The amount of the payment can be calculated by solving for A (annuities) in 
equation 9 (above). This is illustrated in Example 2.11. 


Example 2.11 

You have purchased an investment property for $125 000 and paid $25 000 as a down payment. 

If you take out a 30-year $100 000 mortgage at 11.5 per cent annual interest, what is the monthly 
payment for this mortgage? 

The present value of a loan to be paid is $100 000, and using the PV of an ordinary annuity equation 
(equation (9)), the approximate monthly payment (A) can be calculated as: 

$100 000 = A [(1 - (1 + 0.115/12)- 30 * 12 }/(0.115/12)] 

$100 000 = A [(1 - 0.032)/0.0096] 

$100 000 = A [100.83] 

A = $100 000/100.83 

Monthly payment (A) = $991.74 


Question 2.8 

One of your clients wants to retire after 20 years with $50 000 annual income being 
available at the end of each of the first 10 years of her retirement. How much should be 
invested at the end of each year, starting from now, to achieve this objective? Assume the 
compound interest rate is 10 per cent per annum. 


PV of an annuity due 

The present value of a stream of equal payments which commence to be received or paid 
at the beginning of first period can also be calculated. The PV of an annuity due PV(AD), 
at r per cent per annum interest rate, is equivalent to the PV of an ordinary annuity 
compounded one additional period. It can be calculated from the following equation: 

PV(AD) = A [(1 - (1 + r)" n )/r](l + r) (10) 


Example 2.12 

The present value of $100 to be invested at the beginning of each year for 10 years at 10 per cent per 
annum interest rate is: 


PV = 100 [(1 - (1+ 0.10)- 10 )/0.10](1 + 0.10) = $676 
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Perpetuity 

A perpetuity is an annuity which continues forever. The present value of a perpetuity 
is the ratio of annual cash flow to the discount rate as given below: 

PV = A/r (11) 


Example 2.13 

A $100 annuity payment is guaranteed annually forever at a compound interest rate of 10 per cent 
per annum. The present value of this perpetuity is: 

PV = 100/0.10 = $1000 


Question 2.8 

What is the present value of an investment that pays $5000 per year in perpetuity? The 
compound interest rate is 10 per cent per annum. 

Growth perpetuity 

Growth perpetuities can be used when valuing shares. The present value of a 
perpetuity growing at g per cent per annum, compounded at r per cent per annum 
where r is greater than g, is calculated: 

PV = A/(r- g) (12) 


Example 2.14 

The present value of a $100 perpetuity growing at 5 per cent per annum which has a compound interest 
rate of 10 per cent per annum is: 

PV = 100/(0.10-0.05) = $2000 


l\let present value 


Net present value (NPV) is the sum of the present value of cash inflows less cash 
outflows. The future cash flows are adjusted for the time value of money by 
discounting with an appropriate discount rate to the present value. This process allows 
direct comparisons to be made between alternative investments or projects. 

NPV = PV(future cash flows) - Investment today 

NPV = C 0 + Q/U+r) 1 + C 2 /(I + r) 2 +... C n /(1 + r) n 

= C 0 + £q/(l + r) i (13) 

where C 0 and Q are initial and other future cash flows in period i (positive for a cash 
inflow, negative for a cash outflow) 
r = the discount rate 
i = number of periods 

Present value tables, or more commonly a financial calculator or computer software 
packages, are used to calculate discounted cash flows. 
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You already know that $100 invested for a year at 10 per cent annual interest 
compounds to $110 at the end of that year. The process of calculating the present 
value of future cash flows is called 'discounting' and is based on the reverse of the 
compounding process. So, if you receive an amount today with a discount rate of 
10 per cent, and you have to repay $100 in one year, you will receive $91 today. 
NPV takes into account the time value of money and all the future cash flows are 
brought to today's value by discounting with an appropriate discounting factor. 
This result is then reduced by the initial cost of the investment. 


Example 2.15 

The NPV of an investment which costs $300 today and which returns $100 at the end of each of 
years one to four, assuming the interest rate is 10 per cent per annum, is calculated: 

NPV = -$30Q + + $10 ° + $10 ° + -M° 

(1 + 0 . 10 ) ( 1 + 0 . 10) 2 (1 + 0 . 10) 3 (1 + 0 . 10) 4 

= $16.99 

As a general rule, if the NPV of an investment is: 

□ < 0, the investment is financially unacceptable; 
s = 0, the investment is marginal; and 
■ > 0, the investment is financially acceptable. 

NPV is widely used in comparing and evaluating investment options to maximise the 
investor's wealth. 


The internal rate of return 


Investors and financial planners use the internal rate of return (IRR) method as a 
valuation technique for investments. By definition, the IRR is the discount rate at 
which the present value of cash inflows is equal to the present value of cash outflows. 
In other words, it is the discount rate which makes the NPV zero, as given below, 
where r is the discount rate: 

NPV = C 0 + Q /(I + r) 1 + C 2 /(I + r) 2 + ... C„ /(I + r) n = 0 


-C 0 = Sc i /(l+r) i 


(14) 


Example 2.16 

The internal rate of return (IRR) in Example 2.15 is calculated: 

300 = + $10 ° + $100 $100 

(1 + r) (1 + r) 2 (1 + r) 3 (1 + r) 4 


r= IRR = 12.59% 

The variation of NPV is shown in Figure 2.4. In this example, the NPV is positive at all 
discount rates less than IRR (12.59%) and negative for discount rates above IRR. 
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The concept of IRR differs from the discount rate. The IRR is the return that will be 
made from an investment, however the discount rate is the rate of return that is 
appropriate for comparing different types of investments. 


Figure 2.4 


NPV ($) 



Similar to the NPV decision rule, for conventional investments an investment is 
attractive if its IRR percentage is a higher percentage than the cost of capital—-that is, 
where the investment has a positive NPV and: 

■ IRR < r, the investment is financially unacceptable; 

□ IRR = r, the investment is marginal; and 

m IRR > r, the investment is financially acceptable. 

There will only be one IRR value if the investment has only one sign change in cash 
inflows and cash outflows. Where there are multiple sign changes in cash inflows and 
cash outflows, this can result in either multiple IRR values at which NPV = 0 or no IRR 
value at all. In these cases, the financial planner should use NPV rather than IRR. 


Question 2.10 

Your client, Mr McDonald, has a potential investment, which if undertaken could produce 
the following anticipated benefits: 

Year Cash flow ($) 

1 5 000 

2 6 000 

3 7 000 

4 8 000 

5 5 500 

An initial investment of $20 000 is required to achieve these cash flows. 

Assume that the interest rate is 10 per cent per annum and that there are no tax and 
depreciation considerations. 

a What is the net present value (NPV) for this investment? Should Mr McDonald 
undertake such an investment? (Assume that capital rationing is not an issue.) 

b What is the internal rate of return (IRR) for this investment? 

c Is the resulting investment decision in agreement with NPV? Why? 

Note that should you wish to review or expand your understanding of the mathematical concepts 
discussed above, consult textbooks on finance, some of which are given as references at the end 
of this module. 
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Risk, return and portfolio analysis 


Interest rates determine how much the investor will be paid for investing and delaying 
present consumption. Interest rates tend to be influenced by the rate of inflation and 
they have at least three components: 

■ a return for expected inflation; 

■ a return for undertaking risks; and 

■ a return for delaying consumption. 

Investment risk generally refers to an uncertain rate of return due to unpredictability in: 
m dividend payment on common shares; 

■ interest rates and interest payments on bonds; or 
□ inflation. 

The risk component is particularly important for long-term investments because of the 
variability of interest rates. The total risk of an investment can be expressed as: 

Total risk = Diversifiable risk + Undiversifiable risk 

Diversification of the investment portfolio can reduce the diversifiable risks because it 
reduces the variability of returns in different investments. While some investments 
move down in value, others move up. Increasing the number of investments in a 
given portfolio can result in a reduction in risk of the diversified investment portfolio. 
This is shown in Figure 2.5. 

Figure 2.5 



Even where investors do spread their investment portfolio, there are always some overall 
economy-wide risks which cannot be eliminated by diversification. These so-called 
'undiversifiable' risks are a threat to all of the investment portfolio. The risk of a well- 
diversified portfolio mainly depends on general market movements (that is, market risk) 
of the investments in the investor portfolio. 

This sensitivity to market movements is known as beta (P). The average beta of all 
shares is 1.0 and beta measures the amount that investors would expect the returns on 
their shares to vary for each additional one per cent change in the market. A share 
with a beta less than 1.0 is very insensitive to market movements, but the opposite is 
true for shares with a beta greater than 1.0. 
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The relationship between risk and return 

Risk can be described as the probability that the anticipated return on an investment 
will be different to the actual return. Investors may take risks because they have 
an expectation of additional growth and/or income in return for taking the risk. 

Some investors try to take calculated risks in order to obtain a higher return without 
higher risks. 

The acceptable level of risk of an investment varies with an investor's willingness to 
accept uncertain returns, and is affected by the investor's: 

■ age—it determines the ability to absorb risk and the period of future income¬ 
earning capacity. A young investor may be more willing to invest in high-risk- 
high-return investments for capital growth than someone approaching retirement 
age who is more likely to prefer more income-producing investments; 

■ income earning capacity—an investor with a high income may be more willing to 
invest into assets with relatively high risks. Selection of appropriate investments 
should be based on both current and future income and the ability to earn income; 

■ current value of owned assets—the greater the value of those assets, the greater the 
risk an investor can take. A lack of assets is a limiting factor for risk exposure, 
regardless of an investor's age; 

□ types of assets already owned—an investor with a fairly risky portfolio of 

investments may acquire assets with a greater certainty of return to lower overall 
portfolio risk; and 

■ financial responsibilities—there will be a greater need for certainty of return if 
income from investments forms a part of income for living. Financial responsibilities 
limit the extent of risk-taking on the part of investors. 

Investors can take any position on an expected return-and-risk spectrum as shown in 
Figure 2.6. Rational investors do not take more risk unless the expected return is 
sufficient to compensate for taking the additional risk. However, there is no guarantee 
that the expected return will be achieved. 

In a competitive market, the expected risk premium on each investment varies directly 
in proportion to the market sensitivity factor (|3) of each investment. The efficient 
portfolio selection is the one that gives the highest expected return for a given risk. 
The choice of investment portfolio is determined by the risk attitude of the investor. 

If the market portfolio is efficient, there will be a straight-line relationship between 
the expected return of each share and its marginal contribution to the portfolio's risk. 


Portfolio theory 

Portfolio theory can be used in the development of investment portfolios by analysing 
risk and return. Assets with high returns over a period of time generally have high 
risks. For example, as a general rule: 

d shares (or equity trusts) have higher returns, but are more volatile investments 
than property (or property trusts); 

n property has a higher return and risk than bonds (or fixed interest funds); and in turn 
□ bonds have a higher return and involve more risk than cash. 

These general correlations are illustrated in Figure 2.6. 
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Figure 2.6 



The returns and risks depicted in Figure 2.6 are valid before an investment is actually 
made because the investor expects higher returns from those investment options with 
higher risks. However, the returns from an investment may be flat, negative or positive 
after a period of time from when that investment was made. This is because of the 
nature of risks involved in investments. Risks can be minimised by diversifying the 
investment portfolio to different asset sectors and types of investment. We will study 
investments in more detail in Module 3. 

Financial planners should aim to provide an appropriate mix of income and growth 
investments in the portfolio to secure the client's financial goals and needs, while 
taking account of the client's risk profile. There is a wide range of expected return 
and risk opportunities at any given time for a given type of investment group. 

Different investors have different risk profiles, therefore the expected return will 
differ from investor to investor. 

Reading 2.1, ‘A case for MPT’, expands on modern portfolio theory. Read this now. 

How can modern portfolio theory be used in the context of financial planning? Think this question 
over in the light of Reading 2.1 before considering the points suggested below. 

Some aspects of modern portfolio theory that you might have considered are its use in: 

• analysing risk and return of any given investment option; 

■ structuring and rebalancing portfolios; and 
» comparing investment alternatives. 

However, not everyone supports modern portfolio theory. Austin Donnelly (author of 
Sensible Share Investing) says: 

Modem portfolio theory of investment is impractical. One example of the 
impractical nature of the theory arises from the assumption that all investors 
are risk-averse. You cannot be averse to a risk of which you are unaware. 

Most investors are not aware of the full extent of the risks in various 
investments because they are not given reliable information. The simple 
reason for this is that too many commission based advisers find it more 
profitable for themselves not to give such information. 
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It is also unrealistic to assume, as modern portfolio theory assumes, that most 
investors act rationally. The fact is that investors are drawn from all parts of 
the community. There are some who act irrationally in relation to bitter 
divorces, industrial disputes, international disputes and many other issues; 
why, then, would you expect them suddenly to become rational when they 
start investing? 

(extract from a letter published in Business Review Weekly, 30 September 1996, p. 85.) 


What do you think of Donnelly's views? Have you ever been to a seminar which discusses the 
positives of a particular investment strategy, whilst ignoring the risks involved? Do you think 
advisers are given all the facts by the people they rely on for information? 


Portfolio planning and risk 

Investors need to develop strategies to control their exposure to risk by ensuring that: 

■ there is adequate diversification to spread risks, and manage the portfolio easily; 

■ there is adequate liquidity to meet unexpected and anticipated expenditure needs; 
«a they are protected against inflation if prices rise; 

■ investments are protected against currency fluctuation; 

■ they do not invest more in highly risky investments than they can afford to lose; and 

■ they are not over-invested in bonds or equities if their prices are very high and the 
economy will be unable to sustain them. 


Interest rate concepts 


Investments with a fixed current dollar income may lose part of their capital value or 
depreciate in value if they are sold prior to the maturity date. This can occur when 
interest rates rise. 

Investors use bonds to earn income with a low risk of losing capital if they are held 
until maturity. Bonds are fixed-income securities and they can provide returns or 
losses through speculation on interest rate volatility. Financial planners and investors 
need to understand the basics of bonds because they may be used to match investors' 
risk preferences and tax considerations. 

There is a general misunderstanding in the community that fixed-interest investments 
such as bonds and preference shares are stable and not subject to the volatility of some 
other investments. It is important to comprehend fixed interest investments to enable 
a thorough understanding of both these and capital stable funds. 

Crashes in the bond market provide evidence that bonds too can be volatile. Like all 
investments, bond yields—and hence prices—are affected by supply and demand, 
changes in the rate of inflation or expected rate of inflation, government policy and 
general market instability. 

Interest rates and bond prices are inversely related. When interest rates increase, bond 
and share prices decrease. High interest rates are signs of economic problems, as they 
result in: 

■ lower company profits and dividend payments; 

■ lower share prices; 

■ a decrease in borrowing and spending by consumers; and 

■ bonds becoming a more attractive investment, relative to shares. 
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The bond market 

Bonds can be considered as a long-term debt investment alternative where the bond 
buyer is lending money to the issuer who in turn has a contractual obligation to pay 
regular interest payments on this loan and repay the principal at the maturity date. 

If the bond holder sells the bond before its maturity, then the bond price is exposed to 
interest rate risk. 

Most bonds are coupon bonds which refer to periodic interest payments paid by the 
issuer to the bond holder. If an investor invests in a 10-year government bond with a 
coupon rate (that is, a fixed semi-annual yield) until maturity, the investor will receive 
the same yield each half year. On maturity, at the end of the 10-year term, the investor 
also receives the original capital invested in the bond. Failure to pay interest and 
principal can lead to the bankruptcy of the issuer. 


Example 2.17 

If Charles invests $100 in January in a 10-year government bond with a coupon rate until maturity of 
3.5 per cent semi-annually, Charles will earn a return of $7 per annum—that is, $3.50 each half year. 
On maturity, at the end of the 10-year term, Charles receives the original $100 capital invested. 


Disposal/acquisition of bonds after issue and prior to maturity 

Capital gains or losses may occur if the bonds are sold before maturity. Often bonds are 
bought at a discount or at a premium rather than at face value. This occurs when bonds 
are bought after the initial issue but prior to maturity. The business sections of larger 
newspapers publish the current yields for bonds. The return on bonds is made up of 
both income and capital gains. A one percentage point rise or fall in the bond rate can 
result in a premium or discount on the face value of the bond of about 6 per cent. 


Bond returns and risks 

Investors who buy bonds and hold them to maturity can both secure a promised 
regular return and protect the investment from the interest rate risk. In general, bond 
prices rise as interest rates fall, and vice versa. Conservative investors seeking steady 
income as a fixed-income security can purchase bonds, and speculative investors can 
select bonds for capital gains. 


The current yield 

The current yield of a bond is calculated: 

Current yield = Current annual interest income 
Current market value 


(15) 


Example 2.18 

Using the information in Example 2.17, if the yield on Charles' 10-year bond rises one year after he 
purchased it, and he wants to sell the bond, Charles will receive less than the face value of $100 
because the yield on 10-year bonds has risen. Effectively, the market 'discounts' the price of the bond 
so that the yield is competitive with the current 10 per cent return and the buyer is compensated for 
the lower annual return that he or she will receive. This is because another investor, Mabel, can invest 
$100 and earn a return of $10 each year. Even though Mabel pays less than the $100 face value for 
the bond, on maturity she will also receive the original $100, not just the discounted price paid, so 
that capital gain is also factored into the price paid for the bond. It is therefore necessary to calculate 
the yield to maturity. 
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Yield to maturity 

Investors often quote yield to maturity (YTM) as a measure of return for a bond 
because YTM is a promised yield by the issuer. YTM is an interest rate at which the 
initial investment in the bond equals the present value of coupon cash flows to be 
received. The approximate yield to maturity is calculated: 


YTM = 


where 


I + [(MFV-CV)/N] __ 

(MFV + CV) /2 

I = annual interest of the bond in $ 

MFV = maturity face value 

CV = current value 

N = number of years to maturity 


( 16 ) 


YTM relates the annual effective cash flow to the average amount of money invested 
in the bond. It includes the total annual effective rate of return and the difference in 
price if the bond was purchased above or below the price at maturity. YTM takes into 
account both coupon income and capital gains/losses on the bond. 


In zero coupon bonds, the reinvestment rate risk is eliminated because investors are 
aware that at the time of purchasing the bond the YTM will be obtained upon maturity. 


Example 2.19 

Calculate the current yield of a fixed interest (7 per cent p.a.) investment as per Example 2.17. 
Assume that after one year interest rates have risen, and Mabel pays $91 for Charles's bond: 

I $7 

Current yield = — x 100 = — x 100 = 7.69% p.a. 

CV $91 


Mabel will also make a $9 capital gain when the bond matures. The yield to maturity (in 9 years) is 
therefore: 


YTM = 


$7 + [($100- $91)/ 9 ] 
($100+ $91)/2 


x 100 = 


-x 100 = 8.38% p.a. 

$95.5 


Question 2.11 

Where interest rates have fallen, and Mabel pays $110 for Charles's bond: 
a calculate the current yield, and the yield to maturity; and 
b explain the effect on the capital value on maturity. 

Yield to call 

Some bonds are callable by the issuer after a deferred period of time. Yield to call 
(YTC) is suitable for high coupon bonds that are sold at a premium where YTC 
replaces YTM because it produces the lowest measure of yield. YTC can be calculated 
using equation 16 (above). 
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The bond price 

Bond prices are calculated on the basis of the lowest yield measure, and are affected by 
several factors including: 

■ level of interest rates; 

■ coupon rates; and 
b time to maturity. 


Bond prices are inversely related to interest rates. If an investor purchases bonds and 
interest rates rise, the bond prices will decline. Where interest rates have risen or fallen 
since the issue of a bond, the price of that bond can be calculated using the formula: 


Price = C x G + 


MFV 
(1 + r)" 


(17) 


where 


C = annual interest of the bond in $ 

MFV = maturity face value 
r = current interest yield 
n = number of years to maturity 

0 = 1/r - l/[r(l + r) n ] (present worth factor for a uniform series of $1 for 

n years)—this figure can be calculated with a financial calculator or 
obtained from annuity tables. 


Example 2.20 

The price at the end of the first year of a 10-year bond with a $100 face value when interest rates 
have increased from 7 per cent to 10 per cent is: 

Price = 7 x {1/r — 1/[r{1 + r)"]) + 

and 1/r - 1/[r(1 + r) n ] = -1— = 5.759 

0.1 0.1(H) 9 

Price = 7 x 5.759 + 42.41 = $82.72 


Bond risk 

Bond owners expect regular interest payments and repayment of their principal after 

maturity, but these are subject to the risks described below: 

■ Call risk: Some bonds are callable by the issuers after a deferred period of time to 
redeem a bond before its maturity. This risk occurs when the bonds with higher 
coupon rates are called when the interest rates decline. This is only advantageous 
for the issuers. 

■ Inflation risk: The value of the real return from a bond can decrease as a result of 
the decreasing purchasing power of money. All fixed income securities are 
influenced by inflation risk. 

■ Interest rate risk: Prices of bonds and all other securities are affected by interest rate 
fluctuations. Fluctuations in interest rates mean changes in the price of bonds. 
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■ Marketability risk: This risk lies in the secondary market where the bond is traded. 
Liquid bonds, however, can be sold easily and quickly. 

■ Maturity risk: There is a maturity risk in long-term (for example, 30 years) 
securities which offer substantial uncertainty on returns. This uncertainty is 
usually compensated for by additional premiums for investors. 

■ Reinvestment rate risk: Yield to maturity calculation of bonds implicitly assumes 
that coupons received are reinvested during the life of a bond. Reinvestment risk 
occurs if the coupon payments are reinvested at a rate lower than the stated yield 
to maturity. 

■ Credit risk: This risk is the chance that the borrower will not pay the lender back. 
It applies to all levels of the money market including investors, companies and 
government authorities. It is also known as issuer risk. 


Risk 


In the previous section, we briefly discussed the term 'risk' in the context of variability 
of returns on our investment. This section and the next explain the concept in further 
detail as well as strategies for managing risk, mainly through insurance. 

In general, there are many types of risk; however, a financial planner is concerned 
with financial risk. Financial risk includes the possible loss of capital, or uncertainty as 
to how much income an investment will generate. Part of the financial planning 
process is to identify and minimise financial risk. 

Before discussing types of risk, it is perhaps relevant to outline briefly the investor's 
personal risk profile and revisit the various stages included in the financial planning 
life cycle. 


Personal risk profile 


An investor's risk profile is affected by many factors. The financial planner should 
consider the following client-specific factors: 

■ age (younger investors are usually more able and more willing to take risk than 
older investors); 

s lifestyle; 

■ net worth; 

■ risk tolerance; 

□ liquidity; 

■ family and dependants; and 

a insurance against potential risks. 
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Life cycle 

From your study of Module 1, you will recall that as a generalisation there are six 
stages of the life cycle for financial planning: 

■ single; 

■ young couple, two incomes, no children; 

■ one or two incomes, younger children; 

■ one or two incomes, older children; 

■ one or two incomes, young grandchildren; and 

■ retirement. 

We will consider each of the six stages listed above in turn. Those clients who 
remain single, or who have a partner but do not have children, will have different 
needs or objectives. It is therefore important to remember each person's risk profile 
will be different. 


Single 

The single person with a job usually has a large amount of disposable income, 
especially if living at home with parents. Depending on lifestyle, a single person can 
usually build up a cash reserve quickly. 

Possible investments include interest-bearing investment accounts, investment in 
property (either own home, or rental), direct shares and managed investments. 
Commitments for loans should take into account job security and lifestyle 
requirements such as planned overseas holidays. 

In general, superannuation, other than that required by law, may not be an 
appropriate investment for a young single person because this locks up money until 
retirement. High income earners who can claim self-employed tax deductions for 
superannuation contributions and those able to package part of their remuneration 
into superannuation (see 'Superannuation' under 'Remuneration planning' in Part B) 
may decide that the tax sheltered environment that superannuation offers is 
worthwhile even at this early stage. Additionally, some employers require employees 
to make superannuation contributions. 


Young couple, two incomes, no children 

A two-income family can usually build up savings quickly, and they should look at 
buying a home and paying off the mortgage as quickly as possible, and building up 
assets for the period when they may be a one-income family with the expense of 
raising and educating children. The best investment is to pay off a mortgage because 
the interest is not tax deductible. Other suitable investments are shares and managed 
investments. Ideally these should be made in the name of the lower income earner, so 
that a lower tax rate is incurred on the earnings and capital gains. 


Superannuation is usually given a lower priority—it will be locked up until retirement 
or the earlier death of one of the couple—unless there is the opportunity to salary 
package or claim tax deductions, the mortgage has been paid off, or there is surplus 
disposable income which will not be required for other purposes. 
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One or two incomes, younger children 

Expenses are high, and income is tight because there is either only one income or the 
second income is lower because of reduced working hours and/or child care costs. 
Superannuation becomes more important and provides low-cost death and disability 
cover in case of the death of either partner. Normally, the strategy should be to pay off 
the mortgage to reduce the amount of insurance required. Any surplus funds should 
then be accumulated for future child education expenses. 


One or two incomes, older children 

Expenses are high until the children finish their education. During this stage there 
may be ageing parents to care for, or receipt of inheritances. Provided the mortgage 
has been paid off, superannuation should be built up because of the tax concessions 
and wealth creation advantages involved. Other investments include direct and 
managed property and share investments for capital growth. 


One or two incomes, young grandchildren 

This period provides an opportunity to work and build up assets, especially 
superannuation. During this period living expenses reduce, a new car may be 
purchased, travel may increase and plans are made for retirement. Also the mortgage 
may be paid off and children may no longer be financially dependent. Assistance 
might be provided to children and grandchildren. 

Retirement 

A retiree can live off private income in the form of income from investments and a 
superannuation pension or annuity, or a social security or service pension, or a 
combination of these. 

Those living off private income are faced with using capital to provide income. 
Those on government pensions can be subjected to onerous reductions in their 
pension or benefits if they have some investment income, especially at the cut-off 
point where the healthcare card is lost. It may be that it is appropriate for these 
retirees to carry out maintenance on their home, or to take a 'trip of a lifetime'. 
These issues are covered in more detail in Module 7. 

Table 2.1 summarises what could be the economic life cycle of an investor who went 
to university, pursued a career, and married in his or her late twenties. It expands on 
Table 1.1 in Module 1 which indicated life cycle stages. 
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Table 2.1 

Economic life cycle 


Stage 

Objectives 

Income 

Expenditure 

Savings/investments 

(1) Age 17-24 
Single student 

Education, basic standard 
of living 

Student allowance, 
parents, part-time job 

Education, clothes, board, 
transport, entertainment 

Little or none, first 

employer 

superannuation 

(2) Age 25-34 
Single/married, 
employed 

Start career, enjoy life, 
marriage, children 

Adequate salary, 

Centrelink family 
payment for children 

Rent, car loan repayment 
clothes, saving home 
deposit, mortgage 

Some, including 

employer 

superannuation 

(3) Age 35-44 
Married, children, 
employed 

Continue careers of self 
and spouse, support 

Rising salaries, one or 
two incomes 

Mortgage, high living 
expenses, children costs, 
upgrade/extend home 

Some to high, 

including 

superannuation 

(4) Age 45-54 
Married, young 
grandchildren 

Children leaving home, 
continue careers 

One or two incomes, 
rising salaries 

End mortgage payments, 
lower living expenses, 
more discretionary income, 
greater contribution to 
superannuation 

High, including 
increasing level of 
superannuation 

(5) Age 55-64 

Complete careers, plan 
for retirement, buy new 
car, overseas trip 

One or two incomes— 
income levels plateauing 

Superannuation 
contributions continue, 
leisure activities 

High, including 
building up additional 
superannuation 

(6) Age 65+ 
Married, retired 

Financial security, hobbies 
travel, family life 

Superannuation savings, 
investments, pension 

Lower living expenses, 
travel, hobbies, gifts to 

Little, running down 
superannuation 


family 


Source: Adapated from T. McDonald, D. Day & G. Bennett, Financial Passages, Armstrong Jones Fund 
Management Ltd St Armstrong Jones Life Assurance Ltd, 1994, pp. 13-14; and table supplied by C. Davies. 


Interruption to the cycle 

Each person is unique, and must be treated as such. Unemployment, health problems, 
a failed business venture, poor investments, never marrying, not having children, 
divorce, death and many other factors change a person's economic life cycle. 

Table 2.2 shows the life cycle, the percentage of earners of selected life cycle groups, 
and the diversity between those groups in the Australian population. Note the high 
percentage of two income families with no children. This percentage decreases when 
the children are under five and rises as the age of dependent children increases. 
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Table 2.2 


% number of earners 


Characteristics of income units 

Nil 

One 

Two 

Under 35, one person units 

23.9 

76.1 

n/a 

Under 35, married couple, no dependent children 

1.5 

15.4 

83.1 

Married couple with .— under 5 

10.2 

50.0 

40.3 

dependent children and the 

age of the eldest child •— 15-24 

10.7 

25.0 

64.2 

55-64, married couple, no dependent children 

34.6 

27.1 

38.3 

65 or more, married couple, no dependent children 

86.2 

7.4 

6.4 

65 or more, one person units 

96.5 

3.5 

n/a 


Source: Australian Bureau of Statistics, 1998 Year Book, 7.2 Life Cycle Groups by Selected 
Characteristics, 1995/96, ABS, Canberra 1998. Commonwealth of Australia copyright reproduced 
by permission. 


Types of risk 


Broadly, risk can be classified as either pure or speculative. 

Pure risk is where there is only a possibility of a loss or of no loss. In pure risk the 
chance of loss exists regardless of any decision by the person who might experience 
the loss. For example, a loss occurs when a car is involved in an accident and is 
damaged, but there is no loss if the car is not involved or damaged in an accident. 

Speculative risk is where there is a possibility of a loss or a gain. Gambling on a 
horse to win a race involves speculative risk from the point money is placed as a bet. 
The gambler can either win or lose, depending on whether the horse wins or does not 
win the race. 

Financial planning involves both pure and speculative risk. 


Pure risk 

Pure risk can be broken down into the following categories: 

□ Personal risk . This is the risk of loss of income or assets, caused by loss of earning 
capacity, and could be due to such things as sickness, disability, job loss or death. 

□ Liability risk . This is the risk of a legal liability arising from conduct or inactions 
which result in loss, injury or damage to other people or their property. Whilst the 
amount of loss is unpredictable, it can be very large. Liability risk arises from: 

D liability under statute—-for example, a dog bites a neighbour's child; 

B common law liability—for example, negligence and professional negligence; and 
D contractual liability—for example, the fine print in a contract either transfers a 
liability or creates a liability. 

□ Property risk . This risk arises from: 

B damage or loss to property—for example, business premises damaged or 
destroyed by fire; and 

■ additional costs arising from the loss of property—for example, loss of the use 
of, and the income derived from, business premises. 
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Speculative risk 

For financial planning purposes, most speculative risks involve: 

■ business risks in which a person puts money, time and effort into a business 
venture, and either makes a loss or a profit; or 

■ investment risks. 

Investments can be subject to additional risks including political and country risks. 

As a general rule, the higher the liquidity of an investment, the lower the risk. There are 
exceptions—for example, many people would argue that owner-occupied housing is low 
risk, although this may not in fact be the case, depending on location and demand for 
the type of housing occupied. 


Management of risk 


Management of risk is an important part of any financial planning process. 

Successful risk management will help in wealth creation, its protection, investment, 
growth and distribution. Risk management can be accomplished by adopting the 
following methodical approach: 

Step 1 Identify and analyse any existing and possible future risks. 

Step 2 Determine how those risks can be managed effectively or even avoided. 

Step 3 Select and implement suitable risk management strategies, including: 

■ minimising or prevention of risk (e.g. diversifying investment); 

■ transferring the risk; 

■ retaining the risk; 

■ appropriately insuring against the risk. 

Step 4 Regularly review and update the implemented risk management strategies as 
personal financial needs and objectives can change. 

The main strategy to reduce portfolio risk is to diversify investments held in a 
portfolio. Diversification helps smooth volatility within the portfolio, and may be 
achieved through investing in each market sector, timing, and checking fund manager 
objectives. Diversification across asset classes spreads risk and is therefore an 
important strategy in managing and reducing investment risk. 


Financial risk 


Financial risk is related to the financing of debt. There are five major financial risks 
which can have an impact on the expected outcomes of an investment opportunity. 

■ Interest rate risk. This is the variability in a security's return due to changes in 
current market interest rates. An investor in fixed-interest securities needs to 
consider the direction of expected future interest rate movements. An upward 
movement in yields would disadvantage the fixed-interest investor. Similar 
considerations apply to investments with a variable rate of interest should yields 
in the market fall. In general, security prices move inversely to interest rates. 

■ Foreign exchange risk. This is an exposure to movements in the exchange rate of 
one currency against another (for example, AUD and USD). Adverse movements 
in an exchange rate will affect the value of an investment which is denominated 
in a foreign currency, and also the value of the associated cash flows such as 
interest payments. 
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■ Liquidity risk. This is the ability to easily convert an asset into cash with a 
minimum capital loss. Liquidity risks rise with increasing uncertainty about price 
concession and time element. In secondary markets, over-the-counter stock may 
have substantial liquidity risks. 

■ Credit risk. This is the risk that interest and/or principal on an investment will 
not be paid when due. Credit risk has the potential to result in the total loss of 
an investment. 

□ Inflation risk. This is the possibility that the purchasing power of an investment 
will decline. Inflation risk is related to interest rate risk because an increase in 
inflation generally results in increased interest rates. 

It may not be possible to insure against some of these financial risks, but there are 
many risks where insurance is available, and a decision must be made whether to 
retain or transfer those risks. 


Retained and transferred risks 


Risk can be retained or transferred. 

Retained risk can occur: 

■ inadvertently, because a risk has not been identified; 

a due to failure to take steps to transfer the risk, even though the risk has been 
identified; or 

■ deliberately or by compulsion, because either the amount of loss is small or the 
risk cannot be transferred. An illustration of this is when insurance is taken out, 
but a policy excess exists either by choice or by compulsion whereby the insured 
must pay a given amount each time a claim is made because the insurer is not 
willing to cover the first part of the risk. 

Transferred risk is where risk is transferred by: 

□ contract; or 

□ insuring against it. 

An example of retained risk by choice is when a car owner chooses to accept the 
standard excess of $400 in a car insurance policy. Alternatively, this excess can be 
removed by the payment of an additional premium of about $100. Many drivers 
choose to retain this risk, in other words, they make the decision to pay the first $400 
of each claim and save $100 in premium costs. 

An example of retained risk by compulsion, on the other hand, is when a person 
under the age of 22 has a car insurance policy with a compulsory excess of about $400 
which is payable in the event of a claim. This excess cannot be removed, even by the 
payment of an additional premium, thus the risk cannot be transferred. 



Risk and insurance 
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Risk identification, control and management are important elements in financial 
planning. Risk management and the use of insurance are integral parts of any 
financial planning process in that they protect current and desired future financial 
positions from the adverse financial effect of events such as disability and death. 

General insurance options can be used for contingency planning in managing risk. 

A range of insurance options provides protection against possible disasters, trauma, 
disability and death. The main objective of insurance is to protect the investor's assets, 
investment portfolio, wealth, liabilities and income. The role of the financial planner 
should be to help clients achieve and sustain their financial goals and to protect all 
their assets and wealth from risks through insurance. It is also important for clients 
that their families and dependants receive sufficient income to retain their lifestyles in 
the event of death, disability or other trauma. 

Insurance is a way to reduce risk whereby a number of people or organisations, called 
policyholders, pay a premium for insurance protection, and share the financial losses 
of members of the group. The amount of premium paid varies with the type of 
insurance provided, the level of risk involved and the policy offered. For example, the 
gender, age, profession and general state of health of the person seeking personal 
insurance may all have a bearing on the premium paid. 

The policy wording should be clear and unambiguous to protect the client in the 
event of disaster and/or liability. 


Question 2.12 

Bill Morris recently purchased a 12-metre boat. He plans to use it in a local bay and the 
adjacent ocean. Its main use will be personal, but he also intends to use it for charter 
fishing to raise money to help him make payments on the loan and pay for maintenance. 
Bill knows he must insure the boat, but is unsure what risks he faces and the best way to 
handle those risks. 

Advise Bill on: 

■ five risks that he faces now that he owns a boat; 

■ whether those risks are pure or speculative risks; and 

■ how best he might handle each of those risks. 
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Risk insurance 


The investor's current and future financial positions can be secured by insurance 
products for the protection of assets, income and future planned expenditures. Asset 
preservation can be attained through: 

■ mortgage (home and investment properties); 
a loans (investment and personal); and 

■ credit facilities (charge accounts and credit cards). 

The main types of insurance offered are: 

□ life insurance; 

a disability and income protection insurance; 
a trauma insurance; and 
b general insurance. 

These insurance types will be reviewed in the following sections. 


EiiisstBOi 2.13 

A client Dorothy Morrison, visits your office and seeks financial planning advice. When you 
raise the subject of insurance she replies: 'I'm not interested, insurance premiums are money 
down the drain unless I make a claim for a loss.' How would you respond to this comment? 


Life insurance 


After the introduction of FSRA, to be able to provide life insurance advice, financial 
planners will need to hold an 'Australian Financial Services Licence' or be 
'Representatives of Licensees'. The licence will need to have an authorisation from the 
Australian Securities and Investments Commission (ASIC) for the holder and its 
representatives to be able to provide life insurance advice. In addition, financial 
planners will need to comply with Policy Statement 146 for competencies in insurance. 

ASIC is responsible for regulating market conduct and consumer protection related to 
the advice given by licensees and their representatives. 


Life insurance 

A main income earner with dependants needs sufficient life insurance to ensure that the 
dependants' needs, such as household expenses and education costs, are adequately met 
in the event of the insured's early death. This insurance will also offset certain risks 
associated with, say, a mortgage on the family home and repayment of loans. The need 
for life insurance decreases as the financial independence of the client increases. 

The needs analysis calculation (discussed later) of the appropriate level of life insurance 
should include enough capital to pay off the debts of the insured, and enough capital to 
provide for the needs of a surviving partner and dependent children. 

Life insurance can be used to insure the life of: 
a a person or that person's spouse for an unlimited amount; 
a any benefactors or persons with pecuniary interests; 
b an important employee for a limited time by the employer; and 
□ a person's children up to 18 years of age. 
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The following factors should be taken into account to determine the amount of life 
insurance necessary: 

■ outstanding debts, particularly a family home mortgage; 

■ the capital necessary to enable the family to maintain its standard of living; 

■ liquidity required for emergency situations within the family; 

■ the costs for estate settlement; and 

■ income earned from other sources such as superannuation. 

The amount of cover required for insurance should be determined from the difference 
between capital requirements and capital received from all sources. 

There are two types of traditional contracts, 'whole of life' and 'endowment'. Life 
companies also offer a range of unbundled contracts (that is, contracts that separately 
identify life cover from the investment element) such as: 

■ term insurance; 

■ annuity contracts (discussed in Module 6); 

■ insurance bonds (discussed in Module 3); 

■ disability income insurance; and 

■ trauma and critical illness insurance. 

Some insurance contracts provide a wide range of products to clients and may contain 
a death cover and investment component. Others provide for options to be added. 

For example, a trauma insurance policy may have a term life insurance option coupled 
with a terminal illness benefit payable if the insured is diagnosed as having a 
remaining life expectancy of less than six months. 

It is more cost and time effective to arrange insurance by taking a package of policies 
that incorporates as many insurance needs as possible. There is then only one annual 
policy fee (usually at least $40 per policy), only one cheque to write, and variations 
can be made to policies to suit changing family circumstances. 


Permanent insurance 

Permanent insurance tends to have low-risk and low-return investment performance. 
Whole of life and endowment policies are examples of permanent insurance. 


Whole of life policies 

Whole of life insurance only pays the beneficiaries, when an insured person dies, the 
insured amount, plus any bonuses within the policy. The investment or savings 
components are included in this insurance policy, and premiums do not change 
throughout the insurance. This results in the premium being higher than term life 
insurance, whilst the insured is young, but much cheaper than term life insurance 
when the insured is older. 

Endowment policies 

Endowment policies are usually established for a specified term or to a nominated age. 
Similar to whole of life policies, bonuses are credited each year, and the sum insured 
and bonuses are payable in full at the end of the term. The beneficiaries of the insured 
person are paid out if the insured person dies before the policy matures. The policies 
include both term insurance and an investment policy. If there is no death cover due 
to uninsurable health problems, then the contract is purely a savings contract. The 
premiums of endowment policies are higher than whole of life policy premiums. 
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Surrendering policies 

Should a policyholder wish to terminate an insurance contract, the cash value of a 
surrendered policy can be considerably less than the amount paid in. This is because 
commissions are paid to the insurance intermediary on the sale of the contract and for 
the administration of policies, plus the insurer has its own administration, and other 
costs. Generally, life policies do not have a surrender value until they have been in 
force for two years from when the policy started. If life insurance policies are kept for a 
long period of time, then the client's benefits may improve due to allocation of the 
underwriter's profit to the client's policy. 


Term life insurance 

Term life insurance can only be provided by registered life companies. A term life 
insurance policy provides for the payment of the sum insured if the person whose life 
is insured dies during the specified period. Term life insurance policies are purely 
protection policies in that they have no surrender value. When the insured dies before 
the maturity of the insurance policy, or before a particular age, a lump sum payment is 
made to the beneficiaries. If the insured person lives longer than the term of the 
policy, the insured person will not get any payment from the underwriter. It is 
probably the most economical form of protection for a family in the event of a death. 

The benefit, received by the beneficiary on the death of the insured person is tax free; 
however, the insured person is not entitled to a tax deduction for the payment of the 
insurance premium. 

Premiums increase with the insured person's age because of the increased likelihood 
of mortality with age. Therefore, the cost of protection with the yearly renewable 
insurance policy increases as the person gets older. 

Term insurance is useful if there is a young family with children and substantial debt 
or borrowings, because it provides maximum cover for minimum cost. It may also be 
appropriate to take out term insurance on a business partner’s life, so that in the event 
of unexpected death that partner's share can be purchased from his or her dependants. 


Example 2.21 

Mr and Mrs Robinson are both 39 years old with 3 dependent children. They have a $120 000 
mortgage on their home. Mr Robinson is the main income earner with an annual salary of $67 000. 
Mrs Robinson left her job several years ago to raise their children. They have taken a term life 
insurance policy to adequately meet the family's needs, in the event of Mr Robinson's early death. 

Before his 40th birthday, Mr Robinson had a heart attack and died. The term life insurance policy enabled 
Mrs Robinson to pay off the mortgage so that her financial burden was reduced. Without insurance, 
she may have been forced to sell the family home and the family's standard of living would have been 
greatly reduced. 

In determining the level of cover of term life insurance it is important to remember 
that the initial amount insured will be affected by inflation as time passes. An essential 
element of the policy is the increase of the insured amount in line with inflation or a 
set percentage increase each year. 


STUDY GUIDE 2.35 


Split purpose life assurance 

Life insurance premiums paid by an employer can be a 'split purpose' insurance 
arrangement in which one party owns all or part of both the investment and risk 
components of a life assurance policy. Each component is held for a separate and 
distinct purpose, such as when an employer holds the risk component for a revenue 
purpose and the investment component for a capital purpose. No part of any premium 
is an allowable deduction to the employer (Taxation Determination TD 94/40). 

Section 67AAA of the Income Tax Assessment Act 1936 (Cwlth) (ITAA) denies a 
deduction for interest on borrowings which are used to pay for a split purpose insurance 
arrangement, because that arrangement is based on a permanent life policy and the 
proceeds are not assessable income (Taxation Ruling IT 2504). 


Disability, income protection and accident insurance 


Future ability to earn income is an important asset. The main objective of disability, 
income protection and accident insurance is to protect the financial status of the 
insured, his or her family, partners, employees and shareholders from possible 
disasters. Disasters can include sickness, accident and total or partial disablement. 

In the event of a claim, an income stream or a lump sum payment can be provided to 
the insured. Disability and income protection insurance plans do not have a savings or 
investment component, and so do not have a surrender value. 


Total and permanent disability insurance 

Total and permanent disability insurance (TPD) is usually an optional extra on a term 
life policy and provides cover against permanent disability. Importantly, TPD does not 
cover temporary disabilities. Additionally, many traumas are not covered by TPD 
policies. These are covered by income protection or trauma policies. 

In a disability insurance policy, any disablement is classified as either permanent or 
partial, depending on its extent. 

Total disablement is defined as a situation in which a person cannot perform the usual 
tasks of their normal occupation. This situation must be considered permanent by at 
least two doctors and the insurer. 

Partial disablement is defined as a situation in which a person is not totally disabled, 
but is still not able to earn at least 75 per cent of the average income he or she had 
been earning prior to the disablement occurring. There may be some ambiguity in the 
classification of the disablement and the wording of the policy is important in 
determining the insurance benefits. 


Income protection insurance 

Income protection insurance is probably the most important insurance. Income 
protection insurance provides an income stream should the policy holder due to 
sickness or injury be unable to work in their normal employment. 
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The following factors should be taken into account in choosing disability and income 
protection insurance: 

■ the net income required by the insured person after tax (limited to a maximum of 
75 per cent of earned income); 

■ the waiting period before making a claim (14 days to two years); 

■ the period for which insurance benefits are paid when a disability claim is made 
(the benefit paid by the insurance company may be reduced if social security and 
workers compensation benefits are received); and 

■ the guaranteed monthly payment that the insurance company provides. 

Personal insurance cover is available to cover accidents and disabilities which prevent 
the insured from working. Insurers do not pay a benefit if the illness or injury: 
s occurred before commencement of the policy; 

■ is a result of pregnancy; 

■ was deliberately self-inflicted; 

■ resulted from war, rebellion or an uprising; 

■ resulted from excessive use of illegal drugs or alcohol; or 

■ occurred under certain other specified conditions. 

A feature that should be required of disability and income protection insurance is that 
it is non-cancellable by the insurer. This guarantees that the policy can be renewed 
regardless of whether the health of the insured declines over time. 

The accident component of the policy applies when a person has suffered one of a list 
of very serious injuries. These are typically: 

■ loss of one or both hands or feet; 

■ loss of one or both arms or legs; 

■ total loss of sight in one or both eyes; or 

■ loss of one or more fingers and/or thumbs. 

Waiting period 

The waiting period is the time specified in the particular policy that must elapse 
before the insured is entitled to be paid after becoming disabled. Typically this is from 
14 days to 90 days; the longer the waiting period the insured person has chosen, the 
lower the premium. Generally, the waiting period is not considered to be broken if the 
insured person returns to work for a short period, usually up to five consecutive days 
during the waiting period. 


Benefit payment period 

This is the length of time the insurer will pay the benefit. The insured decides this 
period, which can be, say, from any given year or age until age 65. The longer the 
benefit payment period, the higher the premium will be for the insurance. 


Taxation treatment of premiums and receipts 

Premiums are tax deductible under s. 8-1 of the Income Tax Assessment Act 1997 
(formerly s. 51(1) of ITAA 1936), whilst insurance benefits form part of assessable 
income. It was held in FCT v. Smith 81 ATC 4114 that receipts of periodic payments 
from a personal accident or disability insurance policy when totally or partially 
disabled are assessable income when they replace lost earnings. 
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In Smith's case, the taxpayer received periodic payments under a policy to replace lost 
earnings. The Court held that these amounts were income receipts under s. 25(1) of 
the ITAA 1936 Act (now s. 6-5 of ITAA 1997) because they were payments of a revenue 
nature, paid to compensate the taxpayer's loss of income. It was irrelevant that the 
taxpayer could work in some other occupation or that there was a qualifying period. 
The benefits were also assessable under s. 26(j) (now s. 15-30 of ITAA 1997) as 
payments received by way of insurance or indemnity for loss of income which would 
have been assessable if the loss had not occurred. 


Trauma or critical illness insurance 


Trauma or critical illness insurance pays a lump sum on the diagnosis of a specified 
critical illness or condition. Typically this includes heart attack, stroke, heart problems 
requiring coronary artery bypass surgery, multiple sclerosis, an illness or accident 
requiring a major transplant, kidney failure, severe burns, hemiplegia, paraplegia or 
quadriplegia. The number of conditions covered varies widely with cheaper policies 
often offering less benefits. 


Trauma insurance may have add-on options, including: 

■ term life insurance; 

■ terminal illness benefit (paid if the insured is diagnosed as having a remaining life 
expectancy of less than six months); and 

■ total and permanent disability benefit. 

The level of cover for these options is generally equal to the amount of trauma cover. 
If trauma insurance is taken without a term life option, a small bereavement benefit, 
for example $5000, may be payable if the insured dies of any cause. 

The appropriate level of trauma insurance will depend on individual circumstances 
including outstanding liabilities, age and family commitments, and should form part 
of an integrated financial plan. Critical illness can be just as damaging to f amil y 
finances as a death, or even more due to medical expenses in a long illness. In the 
event of a claim being made, the lump sum received can be used for any purpose and 
is not assessable income. Trauma policy premiums are not an allowable deduction to a 
person under s. 8-1 of ITAA 1997 because there is no connection between the payment 
of premiums and the production of income. 

Most policies guarantee renewability of cover each year, regardless of any changes in 
the insured's health, but premium rates are not guaranteed and can vary as a result of 
claims experience. 


The benefit of a trauma policy is that it is paid upon the diagnosis of the condition. 
This is important because it provides a lump sum to assist with additional care when 
the insured needs it most. 


Taxation issues 

A trauma insurance policy issued by a life insurance company is an accident or 
disability policy, not a life insurance policy. However, it is to provide a capital amount 
to the insured if a specified medical condition is suffered by the insured. It does not 
replace the lost earnings of the taxpayer and the Taxation Office has stated that it is 
not assessable income under s. 6-5 of ITAA 1997, (formerly s. 25(1) of ITAA 1936) 
(Taxation Determination TD 95/41). 
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ATO Interpretative Decision 2002/244 also confirms that the receipt of a lump sum 
payment is not assessable income. 

Taxation Determination TD 95/43 accepts that a specified illness in a trauma insurance 
policy is an 'injur y for the purposes of the former s. 160ZB ITAA 1936 (now s. 118-37 
of ITAA 1997). If a person who obtains a sum from a trauma insurance policy is either: 

■ the person insured under the policy, or 

■ the spouse of the insured, 

then that person is exempt from capital gains tax under s. 160ZB, because the sum 
obtained is compensation for any injuries suffered to his or her person. 

Taxation Determination TD 95/42 says that a premium paid by an employer on a 
trauma insurance policy in respect of an employee is an allowable deduction to the 
employer under the former s. 51(1) of ITAA 1936 (now s. 8-1 of ITAA 1997) where the: 

■ policy is owned by the employer; 

■ employer is the beneficiary of the policy; 

bb premium is paid for a revenue purpose; and 

■ purpose of the policy is to advance the business ends of the employer. 

Any amount actually received from such a policy would be assessable income to the 
employer under s. 6-5 of ITAA 1997 where the expected benefit was to cover loss of 
profit as a result of the loss of the employee through the occurrence of the insured 
event or condition. There must be a nexus between the insurance benefit amount and 
expected quantum of lost profits. 

How would you explain to a client the benefits and the limitations of trauma insurance? Form your 
own thoughts on this before reading the lists of points that follow. 

Advantages 

Trauma insurance offers benefits in that 

m its cost may be cheaper than life insurance, especially earlier in the insured's life cycle; 

• liabilities such as mortgage repayments , credit card repayments, insurance premiums and general living 
expenses need to be met even when a person is seriously ill; 

m extra expenses such as medical, pharmaceutical and home help will be incurred whilst a person is senously ill; 
m advances in medicine mean that more people are surviving major illnesses; 
m even with private health cover, recovery from major illness or injury can be slow and expensive; 

• most Australians who suffer heart attacks survive; 

m treatment may involve overseas travel for specialist care, such as is the case for certain types of cancer; 

m various options can be added, including term life insurance, terminal illness benefit, total and permanent 
disability benefit; and 

m most policies guarantee renewability each year, regardless of changes to the insured's health. 

Limitations 

Some limitations of trauma insurance are that: 

» it only offers protection for a limited number of illnesses; 
m the premiums are not tax deductible; 
m the premiums increase each year as the insured person ages; 

m the various options that can be added on must equal the trauma cover, and this may not always provide the 
appropriate level of cover—for example, if the insured has life cover with a superannuation policy, the level of 
term life insurance actually required may be less. 
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Needs analysis and declaration requirements 

For each insurance applicant where the total annual premium is at least $500 (unless 
the applicant chooses not to provide information), a life insurance adviser must 
complete a needs analysis/fact find form which gathers the following information: 

a Amounts currently owed for: 

■ mortgages; 

B hire purchase; 

> personal loans; 

> overdraft; 

■ credit cards; and 
b other liabilities. 

b Available funds: 

a bank and other financial institution deposits; 
b superannuation; 
a other life insurance; and 
□ other investments, 
c Amount needed to clear debts (b - a). 

d Living requirements per annum—for example, accommodation, food, clothes, 
education costs and rates. 

e Capital requirements—the amount that would need to be invested to meet 
living requirements (at an earnings rate of, say, 8 per cent, living requirements 
per annum are 100 -*■ 8 = 12.5; that is, d x 12.5). 
f Total insurance required to clear debts and provide sufficient income for living 
requirements (c + e). 

If the total annual premium is at least $500, all risk insurance applicants must 
complete a declaration answering the following questions: 

■ Was all the information requested supplied to the life insurance adviser? 

■ Was the purchase of the policy based on the recommendation of the life 
insurance adviser? 

If the answer to either of these questions is 'No', applicants are required to sign a 
declaration to the effect that they risk making a financial commitment to a life policy 
which might not be appropriate to their needs or objectives. 


Question 2.14 

Tom and Annie Parker ask a life insurance adviser to arrange appropriate life insurance 
cover. They are in their early 30s, and Annie is not in paid employment because she is 
caring for their two young children. The needs analysis/fact find form provides the 
following information: 

Needs analysis/fact find 


First life 
insured ($) 


Amounts currently owed for: 


Mortgages 

80 000 

Hire purchase 


Personal loans 

12 000 

Overdraft 


Credit cards 

8 000 

Other liabilities 


Total 



Second life 
insured ($) 


4 000 

2 000 
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First life 
insured {$) 


Second life 
insured ($) 


Available funds: 

Bank and other deposits 

10 000 

6 000 

Superannuation 

24125 

2 400 

Other life insurance 


10 000 

Other investments 

Total 

15 000 

4 300 

Amount needed to clear debts 

Living requirements per annum 

Capital requirements (interest rate 8%) 

Total insurance required 

26 000 

Nil 


Source: Adapted from Yearly Renewable Trauma Insurance, Customer Information Brochure, Citicorp Life 
Insurance Ltd, November, 1995. 


From this information: 
a calculate the total insurance required; 

b discuss any shortcomings or further information you may need when using the needs 
analysis/fact find method of calculating insurance required; and 

c discuss what might be the most appropriate form of life insurance(s) for Tom and 
Annie Parker. 


Lump som compensation/settlement payments 

The nature of the payment determines its assessibility under s. 6-5 of the ITAA 1997. 

■ Assessable income —Taxation Determination TD 93/58 describes the circumstances 
in which the receipt of a lump sum compensation/settlement payment is 
assessable income. These are: 

□ if the payment is for loss of income only, such as for past year profits and/or 
interest—this applies even if the basis of the calculation of the lump sum is 
unknown, because none of the payment is capital, therefore it is irrelevant that 
the basis of the calculation is unknown; or 
■ an amount of the lump sum can be identified and quantified as income, that is, 
when the parties declare or imply that a certain portion of the payment relates 
to a loss of an income nature. 

■ Non-assessable income—a lump sum compensation/settlement payment may not 
have the 'ingredients' identified, but may include a capital amount. If there is no 
basis for dissection or apportionment of the lump sum, the principle has been 
established in case law that the whole receipt is treated as one of capital. 


ATO Interpretative Decision 2002/403, ATO ID 2002/540 and ATO ID 2002/578 all 
support that the nature of the payment determines its assessibility. 
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Death and disability cover for superannuation fund members 

Under s. 279 of ITAA 1936, a complying superannuation fund can claim a deduction 
for the cost of providing death and disability benefits for members of that fund in the 
following ways for: 

■ a term or risk life insurance policy—as the whole of the premium is paid to gain 
the benefit, if death or disability occurs, and there is no cash-in value, the whole 
premium is deductible; 

■ an unbundled life insurance policy—the deduction is limited to the premiums 
applicable to the death or disability benefit, and no deduction is available for the 
investment part of the policy; and 

□ a bundled life insurance policy—where the premium that relates to death or 

disability cover can be isolated, that part of the premium is deductible. Where that 
premium cannot be isolated, s. 279(1) allows a deduction for death cover as 
follows: 

■ 30 per cent of the premium for whole of life policies, and 

■ 10 per cent of the premium for endowment policies, 

plus in both cases any part of the premium that can be identified as disability cover. 


Self*insurance and tax deductibility 

Where the liability is not covered by an insurance policy, s. 279(2) of ITAA 1936 allows 
a deduction for death or disability cover to a complying superannuation fund. This is 
based on: 

■ a reasonable arms-length premium that would be payable; or 

■ in any other case, the proportion of a premium relating to death and disability 
cover, as prescribed by an actuary's certificate. 

However, as a life assurance company cannot be a complying superannuation fund, no 
deduction can be claimed by a life assurance company for the cost of providing death 
and disability cover for members of a complying superannuation fund (Taxation 
Determination TD 92/165). 

If, after a deduction has been claimed under s. 279, a rebate or refund of any premium 
is received, that rebate or refund forms part of the fund's assessable income in the year 
of receipt (s. 279A). 

A life insurance policy does not exist for taxation purposes where the policyholder has 
control of the assets underlying the investment of the purported life insurance policy. 
Income credited to the account constitutes assessable income of the investor when it is 
credited (Taxation Determination TD 92/166). 

Section 279B allows a trustee to elect to claim a deduction for the actual cost of 
providing death or disability benefits, rather than for premiums. The election applies 
to all later years, unless the Commissioner allows it to be withdrawn. This restriction is 
to stop the practice of switching from one basis to the other to maximise deductions 
each year merely because of the changed circumstances of the fund. 
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Where the election is made, the deductible amount is the future service portion of the 
death or disability benefits paid or commencing to be payable during the year, plus 
any temporary income benefits paid during the year to a member unable to perform 
normal duties of employment, calculated as: 

Deathor disability ETP x in future service period 

Days in total service period 

where: 

■ death or disability eligible termination payment (ETP) includes a death or disability 
benefit paid in relation to a member of a complying superannuation fund, an ETP 
made to or for the benefit of a dependant after the taxpayer's death, and any 
temporary income benefits paid during the year to a member unable to perform 
normal duties of employment; 

■ days in future service period are the whole days from the day the termination 
occurred to the last retirement day; and 

■ days in total service period are the whole days in the eligible service period in 
relation to the death or disability ETP, plus days in the future service period. 


Health insurance 


Health insurance is one of the areas which has been the subject of election campaigns 
and political intervention over many years. The Government system, Medicare, which 
provides universal basic public hospital and medical cover, is partially funded by a 
1.5 per cent levy on each individual's taxable income above a certain low-income 
threshold. Private health insurance is not tax deductible. Family health insurance 
memberships cover husband, wife, children up to age 16, and full-time dependent 
students up to age 25. Single membership covers the contributor only. 

A 30 per cent rebate or offset is available on the full cost of private health insurance 
regardless of the insured's income level. 

A 1 per cent Medicare levy surcharge also applies for: 

■ singles with taxable income over $50 000, without hospital insurance at any time 
during the year, or for that part of the year; and 

■ couples and families with one child with combined taxable income of $ 100 000 
(plus $1500 for each additional child) without hospital insurance at any time 
during the year, or for that part of the year. 

There is not a corresponding increase in the FBT rate. However, each person's 
reportable fringe benefits is added to their taxable income to determine liability using 
the above thresholds for the Medicare levy surcharge. 

Further changes have been introduced for determining liability of the surcharge. 

The surcharge will apply to those who have hospital insurance with an excess greater 
than $500 for singles and $1000 for families and couples. This change will apply from 
1 July 2000 for cover purchased after 24 May 2000. The change is not retrospective. 

If the cover was taken out before 24 May 2000, the exemption from the surcharge 
will continue while the insured maintains continuous membership to the same 
hospital table. 
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Private health insurance can only be sold by registered health benefit organisations 
and provides hospital cover on varying levels and optional extras cover such as dental, 
optical and physiotherapy. 

Waiting periods apply for people who were previously uninsured. 

Health insurance can be taken with no excess or, in return for reduced premiums, with 
an excess. Even if top cover is taken with no excess, when hospital and other charges 
are at a level higher than the scheduled medical fee, an additional amount will be 
payable by the insured. 

Major trauma events are usually only covered for basic hospital treatment, even when 
top cover has been taken. Major trauma events are typically those covered by trauma 
insurance policies. 

A general rule for risk retention versus risk transference is that large risks that can lead 
to a catastrophe should be transferred, and small risks retained. This rule applies 
equally well to health insurance. 


Lifetime Health Cover 

With the introduction of Lifetime Health Cover, health funds are able to charge 
different premiums dependent on the age at which an individual first joined a health 
fund. People taking out cover early in their lives pay lower premiums than those 
taking it out later in life. The Lifetime Health Cover operates with a threshold age of 
30 years. After 1 July 2000, anyone joining a health fund before or at the age of 30 pay 
the base rate premium for the rest of their membership life. People over the age of 
30 pay a two per cent loading on top of the base rate premium for every year they 
delay joining. People born before 1 July 1934 do not have to pay an additional 
premium. Lifetime Health Cover only relates to hospital cover. 

Deciding on whether to take private health insurance is a personal decision which 
should be based on an evaluation of the risk of illness and injury, plus the possibility 
of pregnancy. Issues to be considered include the following: 

■ generally, young singles have the least risk of illness but a high risk of accident; 
n a young couple could be considering pregnancy and the possibility of young 

children with early childhood illnesses; 

■ as people age there is an increasing possibility of illness or injury; and 
a the level of coverage provided by employers. 


General insurance 


General insurance is available to provide protection against risks to property, and is 
usually renewable yearly. Some examples of general insurance include: 

□ motor vehicle insurance (including compulsory third party insurance); 
h home and contents insurance; 

e building insurance; 

■ legal liability insurance; 

□ travel insurance; and 

■ workers compensation. 




2.44 STUDY GUIDE 


Non-life risks which are not insured can result in losses which range from minor losses to 
those which adversely affect a person's goals, and to catastrophic losses which cause 
financial ruin. It is therefore important to insure or manage non-life risks. From a financial 
perspective, it is vital to adequately insure major assets for their full replacement value. 


Vehicle insurance 

There are several levels, classifications and types of insurance policies for motor 
vehicles. Vehicle insurance is typically categorised as follows: 

■ Personal —includes business use, unless the business use is for courier or driving 
instructor businesses or for commercial-type vehicles insured in a company name. 

■ Business —includes business use, unless the vehicle is a utility, van or other 
commercial-type vehicle. 

a Goods carrying— includes commercial-type vehicles used for business which are not 
more than two tonnes. 

a Primary production —covers commercial-type vehicles used for primary production 
which are not more than five tonnes. 

£3 Motor cycle. 

The main types of vehicle insurance policies are: 

■ Compulsory third party . This is a requirement of each State and Territory. It varies, 
according to the State or Territory, but in general terms it covers the legal liability 
of the vehicle owner for personal injury or illness, or injury or illness to members 
of the public and passengers in the vehicle, resulting from a transport accident. 

It does not cover property damage. 

a Third party property damage only . Subject to any conditions contained in the policy, 

cover is limited to the legal liability for property of a third party—that is, for 
damage by the insured's vehicle to another's property, but not damage to the 
insured's vehicle. 

b Third party fire and/or theft only. The same as for third party property damage, plus 
loss by fire or theft of the insured's vehicle to the lesser of a nominated value, or 
the value of the insured's vehicle. 

b Comprehensive. As for third party property damage, plus loss or damage to the 

insured's vehicle. This is the broadest cover available and the most expensive cover. 

A vehicle insurance policy might have an excess. The main types of excess are as follows: 
b Standard. The amount the insured must pay towards the cost of each claim. 

This excess can be removed by the payment of an additional premium. 

Many drivers choose to retain this risk. 

a Age. This excess applies when a claim is made and the vehicle was being driven by 
a person under age 25. This is usually a compulsory excess which cannot be 
removed by the payment of an additional premium. 
b Compulsory. This excess may apply in certain situations, such as when a driver has 
had a number of previous claims. 

Vehicle insurance policies usually do not cover: 
b general depreciation, wear and tear or breakdowns; 
o tyre damage; 

a loss when the insured has failed to lock the vehicle or make it secure; 
a loss or damage deliberately caused by the insured or by a person acting with the 
insured's consent or knowledge; and 

a loss or damage caused by repossession of the vehicle or by a trailer or caravan 
attached to it. 
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Policies also generally exclude the insurer from liability when the driver: 

■ was over the legal blood alcohol level or was not licensed or authorised to drive in 
the State or Territory where the accident or event occurred; 

■ refused to take a breath test or submit a blood specimen for testing when 
requested to do so; or 

■ was engaged in unlawful activities. 


Question 2.15 

Jane recently purchased a new car on hire purchase, and the finance company requires 
the car to be insured. Because she used most of her savings on the deposit, she wants to 
keep her premiums as low as possible. Discuss the type of insurance Jane requires, and 
how she might keep her premiums as low as possible. 


House and contents insurance 

House and contents insurance provides cover for buildings and contents for defined 
events such as: 

■ fire or explosion; 
a lightning; 

□ earthquake; 
a riot; 

■ malicious acts, theft, forced entry burglary or housebreaking, but not if carried out by 
a person residing at the site or acting with the insured's, or any occupant's, consent; 

e flood, storm and/or tempest; 

■ accidental breakage of fixed glass and certain bathroom fittings; and 
n legal liability. 


Some events, such as flooding in a flood-prone area may not be covered, or coverage 
may result in increased premiums, such as for burglary in a high crime area. 

Home and contents insurance should always be for replacement, that is, new for old 
without any deduction for depreciation. Indemnity value insurance should be 
avoided because it only pays the depreciated value of property at the time of the loss. 
Home and contents insurance also covers the insured for legal liability from certain 
claims which involve accidents resulting in injury or death to a person, or damage to 
another person's property. 


Legal liability 

When buildings or contents are insured, cover may be provided for legal liability 

claims arising from an accident, or series of accidents, which causes: 

■ death or injury to a person not living at the site, other than a tenant; and 

■ damage to property other than property owned by the insured or in the insured's 
physical or legal control. 

A typical level of legal liability insurance is $10 million, including legal costs. 

There are a number of situations which are usually not covered, and you should check 

each policy for details because additional cover may be required. 

Exclusions from liability under the standard cover provisions may include claims: 

a by a person who should have been covered under accident compensation 

legislation (if this exclusion exists, workers compensation cover may be required 
if, say, a gardener or cleaner is employed); 

■ by the insured or a person living at the site, other than a tenant; 
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■ where the accident was caused by a boat, aircraft or motorised vehicle, other than 
a domestic gardening appliance, wheelchair or golf buggy; 

■ caused by an animal other than a domestic dog or cat; 

■ arising from building construction, alteration, addition or repair exceeding 
$10 000 per project; and 

■ attributable to or contributed to by the consumption of alcoholic beverages or 
drugs of any kind provided or permitted by the insured. 

Multi-risks 

An additional premium can be paid for multi-risks cover against loss of personal property 
anywhere in Australia—for example, for jewellery, watches, lap tops and cameras. 


Building insurance 

Building insurance typically covers building structures, services connected to the 
building, fixed wall, ceiling and floor coverings other than carpet, in-ground 
swimming pools, fixed barbeques, clothes hoists, stoves, room heaters, airconditioners 
and hot water services. It can also provide cover for temporary accommodation or loss 
of rent when a building becomes uninhabitable; legal costs when a mortgage is 
discharged in the event of a total loss claim; a lump sum if the insured or spouse is 
fatally injured at the site; electric motor damage (when the motors are part of the 
building) when the damage is caused by electric current; and incidental expenses. 


Travel insurance 

Travel insurance provides protection against financial loss such as cancellation of a 
trip, and additional accommodation costs and medical expenses incurred whilst 
travelling where a travel arrangement is cancelled or disrupted for medical or other 
reasons. Cover is usually also provided for loss of baggage and travel documents. 


Professional indemnity insurance 

Professional indemnity insurance provides financial protection in the event of a 
professional person being sued for negligence. Without appropriate cover, damages 
payable, plus associated legal costs, can be financially devastating. Most professional 
associations advise on the appropriate level of cover required, and can arrange the 
appropriate professional indemnity insurance cover for their members. Some professional 
associations specify a minimum required level of cover—for example, CPA Australia 
specifies a minimum level of $250 000 for holders of public practice certificates, under 
CPA Australia By-law 705. 


Loan cover 

Loan cover is an insurance policy designed to meet loan repayments if the person 
becomes unable to earn an income due to an accident, illness, unemployment or death. 


Workers compensation 

Employers are required to provide insurance cover for their employees to cover them 
for injury at work. Periodic workers compensation payments received for loss of wages 
are assessable under s. 6-5 of ITAA 1997 (formerly s. 25(1) of ITAA 1936). A lump sum 
payment will still be assessable as income if it has the character of income—that is, if 
the payment has the same character as what it replaces. For example, if the lump sum 
payment is made in substitution for lost wages or partial loss of wages, and it does not 
affect any other entitlements, it is usually taxed as income. 
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Lump sums paid: 

■ for loss of a limb, eye or such like; 

■ for medical expenses; 

■ in satisfaction in full of the employee's claim against the employer, even if 
received in several instalments or for combination of unpaid periodic payments; 
and/or 

■ for loss of earning capacity; 

are not assessable income to the recipient. 

Lump sums at common law awarded against the employer for personal injury are 
not assessable. 


Taxation treatment of repayments 

If workers compensation received is later required to be repaid due to the receipt of a 
lump sum at common law against the employer for personal injury, a tax deduction 
cannot be claimed for the repaid amounts. Assessments in the years the compensation 
was received can be 'self-amended' to remove those repayments from assessable 
income in the years received at any time within four years of the date the tax became 
due and payable under the assessment being amended. 


The financial planner's role 

Too many people have been talked into too much insurance or insurance which does 
not meet their needs by commission-driven insurance sellers using emotional and 
high-pressure sales techniques. Your role as the financial planner is to help identify: 

■ your client's insurance requirements; 

■ whether the client can afford the premiums; 

■ the most appropriate types of insurance from a reputable company to satisfy 
the client's needs; 

■ complex policy wording, definitions and any exclusions; and 
b a competent insurance broker. 

This process should be tailored to the client's circumstances. It should help to protect 
the client from the possibility of being talked into excessive or inappropriate insurance 
coverage by commission-driven insurance intermediaries who engage in power selling. 
Selection of a policy should not be based on price alone. The prime objective should 
be to select cover that is appropriate for the client's needs. 

Remuneration forms an important component of income in the financial p lann ing 
process. Part B of this module is devoted to remuneration planning. Additional 
resources can be generated by organising a client's remuneration in a tax-effective way, 
one which reflects the client's present and future financial objectives. 
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Part B: Remuneration plarniimsf 

Remuneration planning is the combining of cash salary and other benefits to arrive at 
the employee's total agreed salary package. It is an important component of the 
financial planning process. The fringe benefits tax legislation and remuneration 
packaging alternatives create flexible beneficial options for both employers and 
employees. For example, non-cash benefits provided to an employee will reduce salary, 
resulting in other income being taxed at a lower rate. 

Remuneration packaging can be used by employers to attract, motivate and retain 
valuable employees. Importantly, employees are not only able to obtain tax benefits 
from these arrangements, but are also likely to focus on their current and future lifestyle 
objectives in designing their remuneration package. 

Most cash allowances received by employees are treated as part of their salary, and 
hence as part of the employee's assessable income. Employees can then claim a 
deduction for the expenditure incurred in earning their assessable income. 

In contrast, many expenses and non-cash benefits provided and paid for by employers 
are subject to fringe benefits tax (FBT), which is paid by the employer. 


Why remuneration plan? 


Retention and motivation of valued and talented employees is one of the major 
objectives of most employers to survive in a competitive environment. It is a 
well-known fact that employees are vital assets of most businesses. Employee retention 
and motivation is achieved by organising an employee's remuneration in a way that 
caters best for the present and future financial needs and lifestyle of that individual 
employee whilst saving tax and 'on-costs' by providing non-cash benefits instead of 
salary. These benefits can be better motivators than salary-only incentives in 
improving productivity in organisations. 

Enterprise bargaining is leading to more flexible remuneration packages being 
negotiated. The degree of flexibility in arranging an employee's remuneration varies 
from employer to employer. 

Remuneration planning is attractive for those potentially faced with: 

■ a liability for superannuation contributions tax (surcharge) (where adjusted, 
taxable income exceeds the relevant lower threshold of $94 691 in 2003/04); 

■ a liability for the Medicare levy surcharge (where taxable income of an 
individual exceeds $50 000, or of a family with one child exceeds $100 000 plus 
$1500 for each additional child); and 

■ ineligibility for Family Tax Benefit (taxable income exceeds $70 000 for a family 
with one child, plus $3000 for each additional child). 

Previously, each of the above thresholds were based on taxable income. This allowed 
taxpayers to rearrange their salary packaging to keep their taxable income and 
superannuation below the relevant thresholds. However, the grossed-up value of the 
fringe benefits is now included in calculating the liability, so some of the benefits of 
salary packaging may be lost. 


Some sections of Part B have been drawn and adapted from the FBT and Remuneration 
Planning Seminar and workshops written and presented in 1995 by Barbara Smith for the 
Australian Taxpayers' Associations and are reproduced with permission. 
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Reading 2.2 'Sacrifice: This may hurt a little'provides further details. Read this now. 

Benefits which are clearly essential to the employee's performance of duties, such as 
conference expenses, travelling expenses, training costs and seminars, should be 
excluded from the remuneration package. Such benefits are clearly an expense of the 
employer's business and not part of the employee's reward for performance. 

FBT legislation clarifies that the payment of benefits to employees (or their 
associates) is legitimate and means that remuneration planning can occur with 
certainty. FBT legislation, which places the liability for tax on the employer, also aids 
the accurate costing of employee benefits. However remuneration packaging, or 
changing an existing package with the current employer, should be done before the 
services are rendered in relation to that package. 

You may have already studied taxation of fringe benefits in the CPA Program 
Taxation segment. Due to the changes to FBT legislation and for completeness, we 
will now review the taxation of fringe benefits and then look at how it applies to 
remuneration packaging. 


Overview of fringe benefits tax 


The amount of FBT payable is calculated on the tax-inclusive value of the fringe 
benefit. This is known as the grossing-up method. 

This system grosses up the amount on which the FBT is payable so that it is inclusive 
of the FBT. This is to compensate for the fact that income tax is not charged on the 
benefit, but would have been on the salary. In effect it taxes the benefit on a similar 
basis as income derived by an employee on the top marginal tax rate (taxable income 
of $62 500 or more for 2003/04). 

The FBT rate is 48.5 per cent for the FBT year ending 31 March 2004. At the time of 
writing there are no proposals to change this rate in future years. 


Change m FBT gross-up formula 

To maintain tax neutrality and the fairness of the tax system with the introduction of 
the GST, a new FBT gross-up formula was introduced. 

There are two gross-up formulae for calculating the fringe benefits taxable amount. 
The two types of fringe benefits are according to whether or not input tax credits are 
available to be claimed by the employer. 

If an employer is entitled to input tax credits in respect of the benefit provided the 
total value of fringe benefits is grossed up to a tax-inclusive value using the gross-up 
formula: 


_ FBT rate + GST rate _ 

(l - FBT rate) x (l + GST rate) x FBT rate 


_ 0.485 + 0.10 _ 

= (1 - 0.485) x(l+0.10) x 0.485 
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= 0.585 

" 0.2747525 

= 2.1292 

This is the type 1 fringe benefit. 

The second formula applies: 

□ where the benefits are GST free; or 

■ where the benefits are goods or services that were not acquired by the employer 
(such as goods manufactured by the employer); or 

■ the employer is not required to be registered for GST; or 

■ the employer's activities are input taxed. 

The gross-up formula is: 

1 

(l - FBT rate) 

= 1 1 
“ 1-0.485 01 0.515 

= 1.9417 

This is the type 2 fringe benefit. 

The Australian Taxation Office (ATO) has released the following rulings in relation to 
the interaction of GST and FBT. 

■ GSTR 2001/3—'GST and how it applies to supplies of fringe benefits'. 

■ TR 2001/2—'Fringe benefits tax: The operation of the new fringe benefits tax 
gross-up formula to apply from 1 April 2000'. 

These rulings provide a number of examples illustrating the different situations where 
the two gross-up formulae apply. 

You can access these rulings from the ATO legal database web site <http://law.ato.gov.au/atolaw/ 
index. htm> (accessed May2004). 


Marginal rates of tax 

Remuneration packages need to be examined in light of the different levels of income 
tax. For 2003/04 the marginal rates are as follows: 

$ 


0-6 000 

nil 

6 001-21 600 

17% 

21 601-52 000 

30% 

52 001-62 500 

42% 

62 501 + 

47% 


With the introduction of new marginal rates for 2003/04, financial remuneration 
packages should be reviewed. 
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Reportable fringe benefits 

Employers are required to include on an employee's payment summary the amount of 
grossed-up fringe benefits provided to that employee in the FBT year (1 April to 31 
March) where the value of benefits is greater than $1000. 

The type 1 gross-up rate will not affect an employee's 'reportable fringe benefits'. 

The employer uses the type 2 gross-up rate of 1.9417, regardless of whether an 
employer is entitled to claim the input tax credits. 

The 'individual fringe benefit amount' represents the taxable value of fringe benefits 
received by the employee, net of 'excluded benefits'(s. 5E(3), Fringe Benefits Tax Act 
1986 (Cwlth)). 

An excluded benefit would include: 

□ meal entertainment fringe benefits; 

■ car parking fringe benefits; and 

■ benefits with a taxable value attributable to entertainment facility leasing expenses. 

It is important to note that while a benefit may be excluded for reportable fringe 
benefits purposes, this does not exempt it from FBT. 

The reportable fringe benefits will be taken into account to assess the employee's 
liability for: 

■ Medicare levy surcharge; 

■ Superannuation contributions surcharge; 

■ termination payments surcharge; 

h HECS debt repayment levels; 

a income related obligations, such as child support; and 

■ entitlements to government benefits, such as family tax benefit. 

The inclusion of reportable fringe benefits was to address questions of equity of the tax 
and social security systems. Without the inclusion of the fringe benefits an employee 
could avoid surcharges and child support obligations and possibly gain access to 
government benefits to which they would otherwise not be entitled. 

Employers will need to keep detailed records of fringe benefits provided to individual 
employees and any benefits provided to associates of the employee, such as a spouse 
or child. (These will also be included on the payment summary of the employee.) 

The $1000 limit for reportable fringe benefits is not apportioned where an employee is 
employed for only part of the FBT year. Additionally, once the $1000 limit is reached, 
the whole of their benefits are grossed up and included on the payment summary, not 
only those exceeding the $1000 threshold. 


Example 2.22 

David, an employee, receives reportable fringe benefits from his employer at a rate of $3000 
per quarter for the year ended 30 June 2002. This rate increased to $3600 per quarter from 
1 July 2002 to 30 June 2003. David resigned in July 2003 and no benefits were provided for that 
quarter. David s payment summary for the 2003 and 2004 years will show the following reportable 
fringe benefits: 



2.52 STUDY GUIDE 


Tax Year 

2002/03 13 800 1 x 1.9417 = $26 795 

2003/04 3600 2 x 1.9417 = $6 990 

' (1 x $3000) + (3XS3600) 

* lx $3600 

Cost of benefits: Corporate employer 

The cost of employer-provided benefits varies, depending on the tax rate of the 
organisation or whether the organisation is non-taxable. 

The FBT rules apply to both resident and non-resident employers if benefits are 
provided to an employee during a period where the employee earns taxable 
Australian wages. 

For the employee of a company employer, the cost of each $1 of after-tax salary 
depends on the employee's salary level. When after-tax salary is replaced by an 
employer-provided benefit, the cost is $1 to $2.1292 in 2003/04, depending on 
whether or not the benefit is subject to FBT, and whether or not the employer is 
entitled to claim the input tax credits. 

The cost of each $1 of benefits provided by a corporate employer paying tax at 
30 per cent for 2003/04 is summarised in Table 2.3. 


Table 2.3 

2003/04 Pre-tax cost of Pre tax cost of 

Benefit subject to: _$7 type 1 benefits $1 type 2 benefits 

FBT. no concession $2.1292 $1.9417 

FBT, concessional—varies $1 to $2.1292 $1 to $1.9417 

No FBT, deductible or otherwise deductible $1 $1 

No FBT, but not tax deductible $1.43 $1.43 

FBT payable by the employer is calculated: 

Aggregate fringe benefits amount* x Applicable gross-up factor x 48.5% 

The FBT paid on benefits provided by the employer is tax deductible to the employer. 
The cost of providing most benefits is also tax deductible. 

Rates used in examples in this module for taxable entities (unless otherwise stated) 
relate to the FBT year ended 31 March 2004 and the financial year ended 30 June 2004 
for income tax and Medicare levy rates. These rates are as follows: 

■ 48.5 per cent FBT rate; 

■ 2.1292 type 1 benefit rate; 

■ 1.9417 type 2 benefit rate; 

a 30 per cent company tax rate; 

■ a tax rate for employees of 47 per cent plus 1.5 per cent Medicare levy (this 
assumes the employee's taxable income is at least $62 500 and there is no liability 
for the Medicare levy surcharge); 


The sum of the taxable values of all the fringe benefits provided by the employer in the 
FBT year. 
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■ 6.55 per cent loan fringe benefit benchmark interest rate; 

■ on-costs of 10 per cent (these relate to WorkCover and payroll tax and vary from 
State to State and employer to employer). The 10 per cent rate has therefore been 
used for educational purposes and ease of calculation. 

Note that the ATO has established an FBT Enquiry Line 13 28 66, and an ATO fax-back 
service 'A fax from tax' on 13 28 60. 


Types of remuneration packages 

The cost of a remuneration package is calculated on either: 

■ salary plus benefits such as a car and superannuation; or 

■ a total cost of employment (COE) basis (including on-costs such as workers 
compensation and payroll tax). 

The COE basis requires all current costs relating to the employment of each individual 
to be calculated. This identifies the total costs incurred by the employer for a 
particular employee. It provides more details to an employer and an employee which 
can assist in budgeting and pricing. It can also identify inequities between employees 
within an organisation not previously recognised. 


Question 2.16 

What are the major benefits for employers and employees of using the total cost of 
employment method when remuneration planning? 


Salary sacrifice 


'Salary sacrifice' occurs when an employer enters into an employment contract to 
provide a component of an employee's remuneration package with benefits other than 
salary before services are rendered. 

Benefits of salary sacrifice include: 

a the employee's income tax is based on the reduced amount of salary—that is, the 
cash component; 

■ the benefit received is not taxed in the employee's hands; and 
a the value of the benefit may not be subject to FBT, or may be subject to FBT on a 
concessional basis, payable by the employer. 

Taxation Ruling TR 2001/10, considers taxation consequences for employees and 
employers entering into Salary Sacrifice Arrangements (SSAs). The ruling confirms the 
ATO's view that payments made pursuant to SSAs, under which presently existing 
entitlements to salary or wages are sacrificed, will be assessable income derived by the 
employee. An effective SSA involves an employee contractually foregoing a future 
entitlement to salary or wages before that entitlement becomes presently existing. The 
Commissioner therefore accepts that these benefits are not assessable income of the 
employee and are exempt income under s. 23L of ITAA 1936. Where the salary 
sacrifice reduces an employee's entitlement to salary or wages below the min imum 
award base rate, the amount sacrificed will be assessable to the extent that it reduces 
the employee's entitlement below the relevant prescribed rate. Any entitlement to a 
bonus or other performance remuneration may be the subject of an effective SSA, 
provided the SSA is entered into prior to the employee gaining a presently existing 
entitlement to the bonus. 
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Example 2.23 compares payment by the employer of a non-concessionally taxed 
benefit which is subject to FBT, to the salary required by the employee if that benefit is 
paid personally in after-tax dollars. 


Example 2.23 


For the 2003/04 year, a company can provide either an expense payment fringe benefit (for example, 
$10 000 of school fees) or additional salary which will provide an employee on the top marginal rate 
of tax with $10 000 net after tax. The comparative costs are calculated as shown in the following 
table: 


Salary 

Cost to employer 

$19 417 

Amount paid to employee 

$19 417 

Less income tax and Medicare levy 


paid by employee 

$9 417 

School fees paid by employer 

- 

FBT paid by employer 

- 

School fees paid by employee 

$10 000 


Fringe benefit 
$19 417 


$10 000 
$9417 


It can be seen that it would cost an employee on the top marginal rate of tax $19 417 (calculated as 
$10 000/(1 - 0.485)) to pay the school fees directly. The cost of the fringe benefit is the same due to 
the 48.5 per cent FBT rate. The 'convenience factor' is often a significant reason for people to salary 
sacrifice where the employer makes a number of payments on behalf of the employee. 

Note that this example ignores reduction in on-costs such as payroll tax. These are covered in Example 2.24, and in some 
states make the fringe benefit provision more attractive than salary. 

The reason that the gross-up factor is 1.9417, is that recognised education courses are GST free, 
therefore it should be confirmed that this expense payment benefit was GST free and therefore 
would be a type 2 fringe benefit. 


0n-costs 

Savings in remuneration on-costs, such as payroll tax and Workcover, can be obtained 
by salary packaging. That is by providing non-cash benefits to replace salary. This is 
because usually these on-costs are calculated on the taxable value of the benefit not 
the grossed-up value. This provides a cost saving to the employer providing such a 
benefit in lieu of salary on WorkCover and payroll tax, where in some instances on¬ 
costs are based on gross income. 

Importantly each State has its own legislative provisions and the value used for the 
on-cost may be different or even exempt. For example, during the 2001 year, Victoria, 
South Australia, Western Australia and Queensland introduced changes to payroll tax 
legislation to include the grossed-up value of fringe benefits in taxable wages. 

Where benefits which are subject to FBT are not concessionally taxed—such as 
payment of school fees and home mortgages—it makes virtually no difference whether 
a cash salary is paid because the FBT rules in effect tax non-concessional benefits as 
salary even if the employer bears the cost of FBT. The main advantage in providing 
non-concessional benefits rather than additional salary is the saving of on-costs by the 
employer. Previously, before the introduction of reportable fringe benefits, employees 
were able to rearrange their salary packages to keep their taxable income and 
superannuation below relevant thresholds to avoid liability for superannuation 
surcharge and Medicare levy surcharge. 
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Where employers use the total cost of employment basis, on-costs should form part of 
the cost of the package. Where a salary plus benefits is paid, an employer may choose 
to retain, or partly pass on, the on-cost savings to the employee. 

As already stated, a rate of 10 per cent has been used for payroll tax and WorkCover 
on-costs in these materials but this will vary from State to State and employer 
to employer. 

If the employer in Example 2.23 pays the expenses in lieu of salary, on-cost savings are 
as calculated in Example 2.24. 


Example 2.24 

If on-costs are 10 per cent (based on payroll tax and WorkCover) a $10 000 after-tax salary payment 
made to an employee on the top marginal rate of tax requires a pre-tax payment of $19 417 and would 
incur on-costs (deductible) of: $19 417 x 10% = $1941.70 


Where the $10 000 is made in the form of an employer type 2 fringe benefit expense payment, 10 per 
cent on-costs (payroll tax and WorkCover) payable by the employer are: $10 000 x 10% = $1000 

Saving on expense payment in lieu of salary ($1941.70 - $1000) = $941.70 


On-costs and superannuation 

Usually, employer superannuation contributions will attract on-costs, but this varies 
from State to State. 


For payroll tax, all States treat employer superannuation contributions as taxable 
wages and therefore attract on-costs. 


Superannuation Guarantee (SG) 

The minimum level of employer superannuation support required, subject to an 
upper threshold of salary ($30 560 per quarter for 2003/04), is 9 per cent of ordinary 
time earnings (OTE) for 2003/04. 

You should be aware that employers: 

b are exempt from the requirement to pay SG contributions in limited 

circumstances—for example, for employees paid less than $450 in a particular 
month; and 

□ do not have to pay minimum SG contributions (to avoid paying the SG charge) on 
items that are not included in the definition of ordinary time earnings—for example, 
overtime and eligible termination payments. (Module 4 contains full details of 
inclusions and exclusions for Superannuation Guarantee purposes.) 

Employers do not have to pay SG contributions on fringe benefits subject to FBT, 
because the contributions are based on income, not benefits. 

Payments and benefits which are not subject to SG requirements reduce the 
employer's minimum level of SG contribution obligations. This is one of the 'costs' to 
employees in salary sacrificing. 
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Example 2.25 

As in Example 2.24, assume an employer makes an employer type 2 fringe benefit expense payment 
for an employee on a marginal tax rate of 47 per cent plus 1.5 per cent Medicare levy in lieu of salary. 
The decrease in the minimum level of employer superannuation support obligation in 2003/04 is: 

$19 417x9% = $1747.53 saving 

However, the employer's gain is the employee's loss. An adjustment should be made to rectify this 
reduction in employee benefits in the remuneration package so that the total cost of employment 
remains unchanged. 


Calculating the after-tax cost of benefits to the employee 

Employees not paying the top marginal rate of tax can be worse off by including non- 
concessionally taxed benefits subject to FBT in their remuneration package compared 
with taking additional salary. Table 2.4 shows the cost of each $1 of net income at 
different marginal tax rates with a 1.5 per cent Medicare levy. 


Table 2.4 


2003/04 

Annual income 

Marginal tax 
rate * (%) 

Cost of $1 of 
disposable income ($) 

Under$6000 

Nil 

1.00 

$6001 -$21 600 

18.5 

1.227 

$21 601—$52 000 

31.5 

1.46 

$52 001—$62 500 

43.5 

1.77 

Over $62 500 

48.5 

1.942 


* Excludes the low income rebate of up to $150. Includes 1.5 per cent Medicare levy. No Medicare levy is payable by a 
single person or family with an annual income of less than the relevant thresholds. 

Note: Marginal tax rate thresholds have changed for 2003/04. 


Question 2.17 

When are benefits in lieu of salary not tax effective? Give an example. 


Employer-provided benefits and family tax benefit 

When assessing eligibility for family tax benefit, the social security income test adds 
back to the individual's taxable income any net rental loss claimed for negative gearing. 
Net losses from partnerships or trusts do not affect the family tax benefit. 

All employer provided expense payment benefits, including cars, school fees, private 
health insurance, low-interest loans and/or housing assistance, are included in the 
family tax benefit income test. 


Packaging options 


The question of which options provide 'the optimum package' or 'are best for tax' 
depends on each individual's circumstances. Every person is unique, and an 
individual financial plan should determine the 'optimum package' for each person. 
Additionally, to always achieve the best package, it will require review by the individual 
upon changed personal circumstances or amendments to income tax legislation. 
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2.57 


In addition to the on-cost savings on non-concessional benefits subject to FBT, 
packaging options—benefits an employee may consider taking in a remuneration 
package (provided the employer is prepared to offer them)—include: 

■ non-deductible benefits (e.g. 50 per cent of meal entertainment); 

■ deductible/non-FBT benefits (e.g. superannuation); 

■ otherwise deductible expenses (e.g. interest on an investment loan); and 

■ concessional^ taxed benefits (e.g. cars). 

Each of these is discussed below. 


l\Ion-deductible benefits 


Non-deductible benefits are employer-provided benefits which are neither subject to 
FBT nor tax deductible. The cost of providing these benefits is the cost of the benefit 
plus the loss of the tax deduction. For a corporate employer paying 30 per cent 
company tax, the cost of the benefit is calculated: 

1/(1 - Employer's tax rate) = 1/(1 - 0.30) = $1.43 

An example of items which could be effectively packaged are 50 per cent of corporate 
box and meal entertainment, if the employer uses the 50/50 split method (discussed 
below) to calculate meal entertainment provided to employees and non-employees. 


Note that meal entertainment is entertainment provided by way of food and drink 
and ancillary accommodation and travel (such as taxis to restaurants) provided in 
connection with that meal entertainment. It does not include the provision of 
entertainment by way of recreation. 

Employers have the choice of the following methods to calculate the proportion of 
meal entertainment provided to employees and non-employees. 


Actual method 

Employers keep actual records of the expenditure incurred. The expenditure must be 
allocated between employee and non-employee costs, which can be apportioned on a 
'per head' basis. 


50/50 split method 

The total yearly expenditure on meal entertainment is apportioned 50/50 between 
employees (and their associates) and non-employees. The 50 per cent relating to non¬ 
employees is non-deductible and not subject to FBT. 


12-week register method 

A register is maintained for a continuous 12-week representative period in an FBT year 
to determine the employee/non-employee ratio of entertainment. This ratio is then 
used as the basis for taxing the total yearly expenditure on food and drink. A new 
register is required if the total yearly meal entertainment varies by more than 
20 per cent from the first year, or after five years. 
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Reportable fringe benefits 

Entertainment by way of food and drink, and benefits associated with that 
entertainment such as travel or accommodation, are excluded from the reporting 
requirements. Note however that fringe benefits by way of recreation will be required 
to be reported for an employee who receives eligible benefits with a total taxable value 
exceeding $1000. 


Deductible/non-FBT benefits 


These are items which are allowable deductions to the employer and are not subject 
to, or are exempt from, FBT. The most commonly packaged item in this category 
is superannuation. 


Superannuation 

Superannuation contributions are an attractive salary package item because they 
provide an employee with the opportunity to plan for their retirement with tax 
concessions. Obviously, attitudes to superannuation will vary depending on the age of 
the employee. An older employee is more likely to be concerned about their 
retirement than a young employee. 

Superannuation contributions paid by employers are tax deductible to the employer, 
per s. 82AAC. They can be a tax-efficient benefit for employees, provided that benefits 
are fully vested in the employee. There is no FBT payable on superannuation 
contributions made by an employer on behalf of an employee, except if paid to a non¬ 
complying superannuation fund. Superannuation contributions paid for an associate 
of an employee are subject to fringe benefits tax. However, in the 2002 budget it was 
proposed that employees are able to salary sacrifice superannuation for their spouse. 
Legislation is still being drafted—the proposed implementation date is 1 July 2004. 

The employer's deductible contributions are claimed using an age-based limit. 
Contributions for each individual employee are fully deductible to the employer up to 
the employee's age-based limit as set out in Table 2.5. 


Table 2.5 


Deduction limit 

Agejnyears _/ear ended 30 June 2004 

Under 35 $13 233 

35-49 $36 754 

50 or more $91149 

For employees with adjusted taxable income (i.e. generally combined taxable 
income, certain superannuation contributions and reportable fringe benefits) of 
$94 691 in 2003/04 indexed annually to AWOTE or less, each $1 contributed to 
superannuation via the employer is taxed at up to a maximum of 15 per cent, thus 
leaving 85 cents per dollar in the employee's superannuation fund. For example, a 
$10 000 salary increase equates to $5150 after tax if paid in cash to a person on the 
top marginal rate of tax, compared with $8500 after tax if paid into superannuation. 
Details of the up to 15 per cent superannuation contributions surcharge which applies 
to adjusted taxable income over $94 691 are discussed in Module 4. Importantly 
however, even with superannuation surcharge, employees can obtain a higher result 
investing in a superannuation fund, as compared to investing the equivalent after-tax 
dollars in an investment with the same before-tax return. 
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This advantage is achieved as the earnings on the superannuation benefits once in the 
superannuation fund are taxed at up to a maximum of 15 per cent, rather than at an 
individual's marginal rate. With the effects of compounding and imputation credits, 
over time there will be a significant difference to the overall investment. 

A negative aspect of substituting a salary increase with a superannuation contribution 
is that employer contributions must generally be preserved. Preservation is discussed 
in Module 4. 

The following table compares salary sacrifice contributions with undeducted 
contributions and shows the differences between superannuation contributions made 
as a salary sacrifice and as undeducted contributions (in general terms, employee 
contributions which have not been claimed as a tax deduction). 


Table 2.6 


Superannuation via salary sacrifice versus undeducted contributions 


Issue _ Salary sacrifice _ 

Who pays the contributions? Employer 

Tax deductible? Yes: claimed by employer, up to the age- 

based limit 


Undeducted contributions 

Employee 

No 


Tax payable on contributions? 
Surcharge payable? 

Effective cost of $1 
contribution 
On-costs payable? 

Effect on taxable income 

Effect on after-tax income 

Effect on deductible amount 
for a superannuation pension 
Is tax payable on withdrawal 
as a lump sum? 


Yes, 15% by super fund 
Yes, if adjusted taxable income 
exceeds $94 691 in 2003/04 
$1.1765 (calculated $1/(1-0.151, plus 
relevant surcharge, if applicable 

It depends on the State or Territory, if payable 
usually based on net benefit 

The taxable income of the individual is 
reduced by the full contribution 

None: the contribution is paid from salary 
sacrifice 

None: does not form part of the deductible 
amount 

Yes: the contributions plus the earnings will 
be taxed at the lump sum tax rates applicable 
to the taxed element of an ETP 


No 

No 

Up to $1.9417 (depends on employee's 
marginal tax rate) as it is after-tax contributions 

Yes, on up to $1.9417 for each $1 after-tax 
contribution 

None: the contribution is paid from the after 
tax earnings of the individual 

Reduced by the full amount of the 
contribution 

All is included in the calculation of the 
deductible amount 

No (earnings on the undeducted contributions 
will be taxed) 


Do contributions count Yes: both contributions and earnings will 

towards employee's RBL? count towards employee's RBL 


No (earnings on the undeducted contributions 
will count) 


Do full preservation rules apply? Yes 
Tax rebate available? No 


No: if made before 30 June 1999 

Yes: if made from 1 July 1999 

No: may, however, be eligible for a contribution 

from the Government. Refer to Module 4. 


If the employee (on the top marginal tax rate) makes his or her own personal contribution 
then each $1 contributed costs that employee $1.9417. However, you should bear in mind 
that undeducted contributions made before 30 June 1999 were treated as restricted non- 
preserved benefits. Such benefits can be withdrawn upon meeting a condition of 
release, such an example would be when an employee leaves the employer who has 
contributed to that fund. 


Undeducted contributions can also play a major role in retirement planning strategies. 
(This issue is discussed in Module 6.) 
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Death or disability insurance 

Death or disability insurance cover premiums paid by a superannuation fund are not 
subject to FBT. A complying superannuation fund can claim a deduction for the cost of 
providing death and disability benefits for its members, so such cover can be an effective 
component of a package. However, paying death cover from a superannuation fund 
may not be a suitable package component if the member has no dependants, because 
the insurance pay out to non-dependants is taxed at up to 15 per cent plus Medicare 
levy from a taxed source and up to 30 per cent plus Medicare levy if paid from an 
untaxed source up to the deceased's pension RBL. Excess benefits are taxed at 47 per cent 
plus Medicare levy. If there are no dependants, it might be more appropriate to have 
insurance cover paid as an expense fringe benefit, or with after-tax money, because the 
total pay out is tax free to the recipients including non-dependants. 


Eligible termination payments (ETPs) 

Ex gratia payments made on termination of employment, such as unused sick leave, 
'golden handshakes' or transfer of property from the employer to the employee, are 
not subject to FBT and are taxed concessionally as follows: 

a if the taxpayer is under age 55, the maximum tax rate is 30 per cent plus Medicare 
levy; or 

a if the taxpayer is age 55 or more, the maximum tax rate is 15 per cent plus 

Medicare levy up to the low tax threshold, then up to a maximum of 30 per cent 
plus Medicare levy on any excess. 

In addition, ETPs may attract termination payments surcharge. Module 4 explains how 
to calculate the surcharge on such payments. 


Transfer of property wfcen an ETP 

Example 2.26 

An employer transfers a company car by way of sale at its written-down value of $15 000 to an 
employee aged 60, when that car's 'notional value' is $25 000. 

Taxation Determination TD 93/231 says the 'notional value' of a property fringe benefit is the amount 
the employee would have to pay for a comparable car, on the basis of age, type and condition, in an 
arm s-length transaction. The lowest value can be obtained by ascertaining the price of comparable 
cars from: 

a newspaper and other advertisements; 
a sales at public auctions; 
e dealers; or 

a the market value determined by a qualified valuer. 

If the transfer is in consequence of termination of employment: s. 27A(8) and s. 27A(8A) of ITAA1936 
say a transfer of property in consequence of or as a result of termination of employment is deemed to 
be a payment at the value of the property before the transfer, less any payment made by the 
employee for the transfer. Because the transfer 'payment' is made in consequence of termination of 
employment of the employee, it falls within the definition of an ETP and is an allowable tax deduction 
to the employer. 

The $10 000 (i.e. $25 000 - $15 000) is not subject to FBT but is taxable to the employee as an ETP 
at a maximum of 16.5 per cent (or 31.5 per cent if the lower rate threshold, $117 576 in 2003/04, has 
been used) as follows: 


$10 000x16.5% = $1650 
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Note that if the low tax threshold has already been used, then the maximum tax rate is 31.5 per cent 
and the after-tax cost to the employee would be $10 000 x 31.5 per cent = $3150. 

No on-costs are payable by the employer. 

If the car is subsequently used for business purposes, the value for calculating depreciation is the 
amount the former employee actually paid for the vehicle—that is, $15 000. 


Note: PAYG deductions are required to be made on ETPs and must be remitted to the Taxation Office. As the 'payment' is in 
kind, the employer should deduct tax from other payments due to the employee, or arrange for the employee to pay the 
necessary PAYG. If the employee pays the PAYG, the value of the ETP is reduced by that amount. 


Leased cars sold to employees 

When an employer acquires a car at the end of a lease and subsequently provides that 
car to an employee, the employer is taken to have provided a property fringe benefit. 

The decision in Granby Pty Ltd v. FC ofT (1995) 95 ATC 4240 and subsequent taxation 
determination have provided an opportunity for salary packaging. According to 
TD 95/63 if a car is acquired at the end of a lease, the acquisition at the residual value 
is an arm's-length transaction for FBT purposes if it is a bona fide lease. The meaning 
of 'bona fide lease' is outlined in IT 28—it is generally where the residual value under 
a lease agreement equals or exceeds the minimum residual value calculated in 
accordance with the percentage of the original cost in Table 2.7. The taxable value of 
the property fringe benefit will be the amount of the residual payment, less the 
employee's contribution (if any). 

Table 2.7, adapted from IT 28, indicates minimum residual values for plant and 
machinery, classified according to prime cost depreciation rates of 5 per cent, 

7.5 per cent, 10 per cent, 15 per cent and 20 per cent (for income tax purposes) at the 
end of leases ranging from one to five years. 


Table 2.7 


Minimum residual values as a percentage of cost at the end of leases ranging from one to 
five years for plant and machinery 


^ erm °f Income tax prime cost depreciation rates 


lease (years) 

20% 

15% 

10% 

7.5% 

5% 

1 

60% 

63.75% 

67.5% 

68.5% 

70% 

2 

45% 

52.50% 

60.0% 

62.5% 

65% 

3 

30% 

41.25% 

52.5% 

55.0% 

60% 

4 

15% 

30.00% 

45.0% 

50.0% 

55% 

5 

Nil 

18.75% 

37.5% 

45.0% 

50% 


Source: ‘Minimum residual values—percentage of cost', Australian Income Tax Ruling IT 28 
AGPS, Canberra, p. 1191. 


When looking at this strategy, ensure that the payments are in substance lease payments 
and not merely consideration for the sale of the goods purported to be leased. 

When an employer and employee are not at arm's length and the consideration given 
for an asset is more or less than its market value, or when the consideration paid or 
given is not fixed, the consideration is disregarded and the market value of the asset is 
the deemed consideration (s. 112-20 of ITAA 1997). 
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Example 2.27 

A car costing $30 000 is leased by an employer for four years. Tax office advisory prime cost 
depreciation rate for cars is 15 per cent, therefore a car with a 30 per cent residual value satisfies the 
minimum residual value set out in Table 2.7. 

If the employer later purchases the car for the residual value of at least $9000 and on-sells it to an 
employee for the same amount, then the lease is a bona fide lease. As the purchase of the car at the 
residual value is accepted as an arm's-length transaction for FBT purposes, the taxable value is nil. 
This also applies if the employee purchases the car directly from the lessor at the residual value. 


Question 2.18 

What are the after-tax costs for the employer and employee for transfer of the property in 
Example 2.26 where there is no termination of employment? (Assume that on-costs are 
10 per cent.) 


Question 2.19 

A car costing $30 000 is leased by an employer for four years with a 20 per cent residual 
value (i.e. less than the minimum residual value set out in Table 2.7). The employer later 
purchases the car for the residual value of $6000. Similar cars have been sold at public 
auction for an average of $9000. Describe the outcome for the employer when the car is 
on-sold to an employee for the same amount as part of a salary package. 


Business-related travel 

There is no limit on the amount of business-related travel or accommodation that can 
be claimed as a tax deduction. An employee may prefer to stay in five-star hotels and 
travel first class or business class for local or overseas travel for business or attendance 
at conventions. 

Daily 'travel expenses' up to certain amounts whilst travelling within Australia or 
overseas are deductible to the employer. These are not subject to FBT and substantiation. 


In-house benefits 

Concessional FBT treatment applies to 'in-house' benefits. In-house benefits are 
goods or services normally sold by the employer to members of the public. 
Consequently, in-house benefits can be an attractive form of salary packaging. 

Some in-house benefits are not subject to FBT. These include: 

■ the first $500 each year of the aggregate taxable value (see s. 62 of the FBTAA) of: 

■ in-house fringe benefits which are one or more of: 

o an in-house property fringe benefit (above the $500 aggregate limit, the 
value of an in-house property fringe benefit is 75 per cent of its normal 
market value (s. 42)); 
o an in-house residual fringe benefit; 
o an in-house expense payment fringe benefit; or 

■ an airline transport fringe benefit (above the $500 aggregate limit, the taxable 
value is effectively 37.5 per cent of the standard economy fare for domestic 
travel, less any fare paid, and 37.5 per cent of the lowest fare advertised as 
available to the public for international travel); 
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■ goods (including meals) provided and consumed on the employer's premises on a 
working day. In-house dining includes providing meals consisting of sandwiches, 
light salads, buffet-style food and other finger food (but the meals must not 
include alcoholic drinks) if the meals or sustenance: 

□ are provided in an in-house dining facility or canteen; 

□ are on a working day; and 

■ do not involve recreation or entertainment; 

■ child-care facilities provided on the employer's premises. The facility should be 
ready to receive at least two children under age six; 

■ payments to gain priority access in private or eligible commercial child-care centres; 

■ recreation facilities provided on the employer's premises; 

■ benefits commonly received in that class or job description; 

■ use of staff amenities or business equipment (but not cars) in or outside business 
hours and in or outside business premises, provided the equipment is normally 
located at the business premises and used mainly in business operations; and 

■ an exempt benefit which is an eligible work-related item. 


Other exempt or non-FBT benefits 

Payments for exempt benefits can be more tax efficient when provided by the employer 
and should be considered for a package where appropriate. If the employer is entitled to 
an input tax credit, this can be refunded back to the employee. Exempt benefits 
commonly packaged include: 
b employment interviews and selection tests; 

■ removal and storage of household effects due to employee relocation; 

□ incidental costs associated with the sale or acquisition of a dwelling due to an 
employee's relocation; 

b connection or reconnection of a telephone service, gas or electricity as a result 
of relocation; 

b leasing of household goods while living away from home; 
a newspapers and periodicals used for business purposes; 

b minor benefits of up to $100, which are infrequently provided and/or are difficult 
to record and value, e.g. Christmas gifts or Christmas parties. In Case 2/96 96 ATC 
131 the A AT ruled that 47 taxi fares per employee each year is 'infrequent and 
irregular' under s. 58P of the Fringe Benefits Tax Act; 
a food and drink consumed at the employer's residence to a non-live-in domestic 
employee of a natural person or a religious institution; 

□ loan fringe benefits made at the benchmark interest rate (6.55 per cent for 
31 March 2004); 

□ eligible employee share acquisition scheme (ESAS) discounts. Generally, tax can be 
deferred for up to 10 years, and employees are entitled to a concession of up to 
$1000 a year when the ESAS involves qualifying shares or rights; 

b a living away from home allowance (LAFHA) for reasonable accommodation costs, 
and home food costs over $42 per adult and $21 per child under 12 at the start of 
the FBT year; 

□ the cost of a taxi for a single journey to or from work; 

b certain work-related items. The eligible work-related items are: 

■ a notebook, laptop and other portable computer—but only if no expense 
payment benefit or property benefit was made for such an item earlier in the 
FBT year, 

■ protective clothing (required for employment), 

■ a briefcase, 

■ a calculator, 

■ a tool of trade, 

□ a subscription to a trade or professional journal, 

b an entitlement to use an airport lounge membership (e.g. Qantas Club), 
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■ business-related software, 

■ electronic diaries and similar items, 

■ an entitlement to use a corporate credit card, and 

■ car telephones and mobile telephones where private use is only minor or 
incidental to the primary business use; 

■ car parking for small businesses, unless a commercial car park within 1 km radius 
charges more than $5.96 (year ended 31 March 2004, indexed annually) per day 
or other exemptions apply. 

There are other exempt benefits and it is important that you are familiar with them 
when preparing and evaluating remuneration packages. 


ffltiierwBse deductible expenses 

Otherwise deductible expenses are expenses paid by an employer which would be 
deductible to the employee if they had been paid directly by the employee. 

These expenses are not subject to FBT. Note that the 'otherwise deductible' mle ignores 
both the substantiation rules and the $250 threshold for deductibility of self-education 
expenses under s. 82A of ITAA 1936. Otherwise deductible expenses include: 

□ income protection insurance; 

b professional fees for tax-return preparation and deductible tax advice and 
financial counselling; 

■ relevant self-education expenses (including the first $250 which may not have 
been deductible to the employee due to s. 82A, but not HECS); 

n relevant professional subscriptions; and 

■ interest on an investment loan. 

The otherwise deductible rule is only available for benefits provided directly to 
employees, not associates. 


Concessionally taxed benefits 


Because the main employer-provided concessionally taxed benefits are motor vehicles, 
we will cover these in detail. 


Motor vehicles 

Motor vehicles are an effective salary packaging item, with great savings being 
achievable. The highest concessions apply to employees on a high marginal tax rate 
and who travel a large number of kilometres. There is a variety of methods available to 
package a car, enabling flexibility for employer and employee. Remember that the 
opportunity can be extended to more than one car. Family members may also package 
and obtain the tax savings and benefits. 

GST and car fringe benefits 

No credits were available for new cars purchased between 1 July 2000 and 22 May 
2001. Additionally, for motor vehicles which have a purchase price greater than the 
luxury car limit, the amount of input tax credits available is limited to 1/11th of that 
limit. The car limit for the 2004 financial year is $57 009. 
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This may give rise to the need to apportion car benefits with the application of 
different gross-up rates. 

When employers are not entitled to claim input tax credits, the fringe benefits 
provided will be type 2 benefits and the former gross-up rate of 1.9417 would apply. 

If a credit is available, the new gross-up rate of 2.1292 will apply. An example of this 
would be a second-hand car or new cars purchased after 21 May 2001. 

The value of the benefit is calculated either by the statutory method or the actual 
operating cost method as follows: 

The statutory method 

The statutory method is where the taxable value is based on: 

■ days available for private use; 

■ the purchase price of the car (the lower the price, the less the FBT payable); 

■ whether the car has been owned by the employer for more than four whole 
FBT years; 

h the employee contribution; and 

■ a statutory percentage based on the kilometres travelled—Table 2.8 demonstrates 
that the more kilometres travelled annually, the lower the FBT payable. 


Table 2.8 


Total kms travelled Taxable value as a 

in a year _ percentage of base value 

Under 15 000 26 

15 000-24 999 20 

25 000-40 000 11 

Over 40 000 7 

The statutory formula 1 is: 

Base value 2 x Applicable % x Days available for private use 

Days in the FBT year “ Employee's contribution 3 

1 The formula does not take into account actual expenditure such as registration, insurance, 
repairs and fuel. 

2 After the car has been leased or owned for four whole FBT years, the base value of the car is 
reduced to two thirds of its original cost. 

3 Registration, repairs and fuel or other amount actually paid by the employee. 

Example 2.28 

A company provides cars costing $20 000 each (GST exclusive) to four different employees. The cars 
are available for private use for the full year and there is no employee contribution. Their annual travel 
for each employee is: 

Employee 1 14 000 km 

Employee 2 24 000 km 

Employee 3 39 000 km 

Employee 4 44 000 km 

As input credits are available on new cars after 21 May 2001, we have assumed they are type 1 
fringe benefits. 
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FBT for the year ending 31 March 2003: 

Employee 1: 14 000 km 

Taxable value for FBT = $20 000 x 0.26 = $5200 
FBT payable = $5200 x 2.1292 x 0.485 - $5370 

Employee 2 :24 000 km 

Taxable value for FBT = $20 000 x 0.20 = $4000 
FBT payable = $4000 x 2.1292 x 0.485 = $4131 

Employee 3 :39 000 km 

Taxable value for FBT = $20 000 x0.11 = $2200 
FBT payable = $2200 x 2.1292 x 0.485 = $2272 

Employee 4 :44 000 km 

Taxable value for FBT = $20 000 x 0.07 = $1400 
FBT payable = $1400x2.1292x0.485 = $1446 

From this example, we can conclude that FBT liability is reduced with increasing total annual travel. 


Question 2.20 


Assuming the same facts as in Example 2.28, by how much would the FBT liability be 
reduced if employees 1,2 and 3 each travelled 1001 km more in the FBT year? 

Example 2.29 takes Example 2.28 further and calculates the cost of an employer- 
provided car as compared with the gross salary required to be paid to employees 1 and 2. 

(Note that this is illustrative only, given that running costs obviously vary for every 
employee and every car.) Additionally, savings are affected by reduced depreciation 
claims compared with the same capital value applying for FBT calculations until the 
car is four years old. 


Example 2.29 


Assume: 

Cost of capital is 6.55%* 

Depreciation cost 18.75%** 

Fixed costs—insurance and registration 
Estimated running costs per km travelled 
Employees' marginal rate of tax 
Costs are GST exclusive 


$1 310 
$3 750 
$1 170 


15c 

48.5% 


Employee 1: 14000 km 
Total annual cost: 


$1310+ $3750 + $1170 + (14 000 x 15c) 
FBT (from Example 2.28) 

Total cost of employer-provided car 


$8 330 
$5370 
$13 700 


Gross salary required by employee to own 
that car $8330x1.9417 


$16174 


Saving to employee of employer-provided car 


$2 474 
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Employee 2 :24 000 km 


Total annual cost 


$1310+ $3750 + $1170 + (24 000 x15c) 

$9 830 

FBT (from Example 2.28) 

$4131 

Total cost of employer-provided car 

$13 961 

Gross salary required by employee to own 


that car $9 830 x 1.9417 

$19 087 

Saving to employee of employer-provided car 

$5126 


Assumed to be the same as the current FBT benchmark interest rate. 

** Depreciation rates have changed to 18.75 per cent if acquired after 1 July 2002. 


Question 2.21 

Calculate the cost of an employer-provided car as compared with the gross salary required 
for employees 3 and 4. (Use the same assumptions as given in Example 2.29.) 

Other aspects of the statutory method are as follows. 

■ One-third reduction: When a car has been owned for more than four whole FBT 
years, the base value used to calculate the FBT is reduced by one-third. Cars 
bought before the end of the FBT year—that is, before 1 April—obtain the one- 
third reduction in the base value up to one year earlier. This is illustrated in the 
following examples: 

■ Car A was purchased on 31 March 1999. Its base value reduced to two-thirds of 
its cost from 1 April 2003. 

° Car B was purchased on 1 April 1999. Its base value reduces to two-thirds of its 
cost from 1 April 2004. 

■ Part-year ownership: If the car is owned or leased for part-year only, the percentage 
to be used is the annual number of kilometres the car would have travelled during 
an equivalent full year. Where a car is bought close to year end, running up the 
kilometres travelled can result in significant savings on FBT in that FBT year. By 
way of example, a car was purchased on 1 February and travelled 6800 kilometres 
by 31 March in the same year. The converted annual rate is 42 068 km, so the 
percentage to use is 7 per cent in that FBT year ending 31 March. 

a High-cost cars that travel low kilometres: The packaging of higher cost vehicles 

which travel low kilometres can be expensive and should be avoided. For example, 
if a vehicle cost $50 000 and travelled 14 000 km in a year, the taxable value is: 

$50 000 x 26% = $13 000 

FBT payable (deductible) $13 000 x 1.9417 x 48.5% = $12 242 or 

$13 000x2.1292x48.5% =$13 425 

■ Low-cost cars that travel high kilometres: Providing a low-cost car that travels high 
kilometres can be beneficial. For example, if a vehicle cost $2000 and travelled 
over 40 000 km in a year, the taxable value is: 

$2000x7% =$140.00 

FBT-payable (deductible) $140 x 1.9417 x 48.5% = $131.84 or 

$140x2.1292x48.5% =$144.57 

For employees who travel low business kilometres, it is beneficial to provide a 
low-cost car—say, one worth $10 000. The FBT cost is low, but the employee 
would receive the cost of running the car almost tax free. 
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The actual operating cost method 

The actual operating cost method uses the private usage proportion of the total costs 
of owning or leasing and operating a car to calculate the taxable value. 

The taxable value can be calculated as follows. 

b Work out the total operating costs of the car for the FBT year (ss. 10(3), 11 and 12 
of the FBTAA). The items include: 

■ fuel, repairs and maintenance (s. 10(3)(a)); 
b registration and insurance charges (s. 10(3)(a)(ii)); 
b depreciation where the vehicle is owned by the employer, using the 

diminishing value basis, and a rate of 18.75 per cent (for cars acquired after 
1 July 2002) (ss. 11(1) and 12); 

- imputed interest where the vehicle is not leased (s. 10(3)(a)(iv)), calculated as 
depreciated value of the vehicle at the start of the FBT year multiplied by the 
statutory interest rate; and 
a lease charges (s. 19(3)(a)(i)). 

If the car is not used throughout the year to provide fringe benefits, the operating 
costs to be taken into account are those for the period when it was so used. 

■ Multiply the total operating cost amount by the percentage of private use during 
the year (or part of the year) when the car was used to provide fringe benefits. 

■ Subtract any employee contribution. Proof of the amount of operating expenses 
paid by the employee is also required if this method is used. 

Example 2.30 illustrates the actual cost method. 


Example 2.30 

A car was purchased by an employer for $30 000 36 months prior to the current FBT year ending on 
31 March 2004. Total kilometres for the FBT year were 30 000. The log book showed the car was used 
40 per cent for business purposes and 60 per cent for private purposes. The car was available for private use 
for the full year. The employee pays fuel costs amounting to $1000 and provides the employer with the 
necessary declaration. The following costs were incurred by the employer 


Cost$ 

Registration and insurance 1 000 

Repairs i 996 

Maintenance 9 77 

Fuel 2 400 

Deemed depreciation (22.5% x Written-down value of $13 965) 3 142 

Deemed interest rate is 6.55% x $13 965 9 15 

Value of car benefit ~$To" 430 " 


Taxable value = (Operating cost of car x Private use percentage) - Employee payment 
= ($10 430x60%)-$1000 = $5258 

Using the statutory value method, the taxable value is: 

($30 000x11%)-$1000 


$2300 
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Calculating the FBT liability on this car: 

Because the lowest value is used to calculate the FBT liability, the statutory method applies. The FBT 
payable is calculated as follows: 

FBT payable = $2300 x 1.9417 x 48.5% = $2166 

As the car was purchased before the introduction of GST, there is no input credit which the employer 
can claim, therefore the gross-up rate is 1.9417. 

Both the actual cost method and the statutory value method should be used in 
calculations to determine the most cost-effective alternative. Unless there is a large 
percentage of business use, the statutory method usually results in less FBT being payable. 

Even when the operating cost method produces a marginally better result, 
substantiation requirements such as the keeping of log books and other relevant car 
documents, and estimating FBT payable either for 'total cost of employment' and/or 
employee contributions, may result in the statutory method being the preferable option. 


Employee contributions 

Some employers require an employee to make a contribution towards the cost of a 
benefit. The taxable value of a fringe benefit is only grossed up after an employee's 
cash contribution has been deducted. Example 2.31 shows how an employee 
contribution is treated. 


Example 2.31 

An employee receives a type 1 employer fringe benefit of $2000, but the corporate employer requires 
the employee to contribute $1000 towards that benefit. 

Value of fringe benefit 
Less employee contribution 
Value of fringe benefit 

Taxable value ($1000 grossed up by 2.1292) $2129 

FBT payable ($2129 x 48.5%) $1033 

The employee's cash contribution must be included as assessable income in the hands of the 
employer. If the employee contributed $2000 in cash towards the benefit, there would be no FBT 
payable, and the employer would include that $2000 in its taxable income. 

Contributions made by an employee towards a fringe benefit will not have GST 
deducted from it. The full amount will reduce the fringe benefit's taxable value. 
However the employer for GST purposes will treat the payment as a taxable supply 
and wll be required to remit the GST payable on that taxable supply. 

In Example 2.31, 1/11th of the employee contribution ($91) is payable as GST 
collected by the employer. 

FBT payable is also reduced if the employee contribution was by way of paying directly 
for motor vehicle expenses. Car expenses (see s. 136(1) of the FBTAA) are expenses 
incurred on: 

b registration and insurance; 

■ repairs and maintenance; 
a fuel; and 

■ membership fees which give rise to a road service entitlement. 


$2 000 
$1 000 
$1 000 
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It is generally more tax effective for employees (of tax-paying companies) who are not 
on the top marginal rate of tax to take additional salary and make a contribution up to 
the value of the fringe benefit. 


Packaging more than one car 

Salary packaging more than one vehicle is an option that should be considered, 
provided there is a need for a second, or even a third, vehicle. 

Exempt cars 

A car is not subject to FBT if an exempt car benefit exists. An exempt car benefit 
exists when: 

■ the car was unregistered for the whole year and principally used for business 
purposes—for example, used on a farm property (s. 8(3)); or 

■ there is only minor, infrequent and irregular private use (e.g. delivering rubbish to 
the tip) by a taxi, panel van, utility truck, or other road vehicle designed to carry 
less than 1 tonne (excluding those principally designed to carry passengers). 

When private use is more than minor, infrequent and irregular. Taxation 
Determination TD 2001/8 says one method to value the benefit (this includes 
motorcycles and vehicles designed to carry one tonne or more) is to multiply 

the number of private kilometres by the rates shown in Table 2.9 (see s. 8(2) 
of the FBTAA). 

Table 2.9 


Engine 

capacity 

Up to 2500 cc 
Over 2500 cc 
Motorcycles 


Rate per km. FBT 
year ended 
31 March 2004 

36c 

43c 

11c 


Example 2.32 

If a 3000 cc car fell within the description of an exempt car, and it travelled 1000 private kilometres, 
the value of the benefit is: 

1000 x43c =$430 

FBT payable is $430 x 1.9417 x 48.5% = $405 or if input credits available 

$430x2.1292x48.5% =$444 

Note that any motor vehicle can be subject to FBT. If it is an exempt car, and it is not used in an 
exempt way, FBT is charged as a car benefit. If it is not a 'car'—for example, if it is a one-tonne 
utility—FBT is charged as a residual benefit. 

Please turn to Reading 2.2 ‘Sacrifice: This may hurt a little’. The government's proposed changes 
to salary packaging are included at the end of this reading. You should note the then proposed 
changes for 1999/2000, and for 2000/01 in respect of salary packaging, and how the proposals 
have come into effect 
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Rebatable employers 


Certain non-profit, tax-exempt employers are compensated because they cannot claim 
any tax deduction for a fringe benefit or FBT paid. The taxable value of the benefits is 
calculated in the same way, but s. 65J of the FBTAA provides a rebate of 48 per cent of 
the FBT otherwise payable. 

A rebatable employer is: 

■ a religious institution; 

■ a non-profit medical research body if established by a law of, but not conducted 
by or on behalf of, the Commonwealth, a State or a Territory; 

■ a non-government scientific, charitable or public educational institution; 

■ a non-government school (including a pre-school, but excluding a tertiary 
institution), not carried on by the people conducting it for profit or gain; 

■ a non-government hospital or a hospital run by a non-profit society or association; 

■ an association of employers or employees registered under the law of the 
Commonwealth, a State or Territory relating to the settlement of industrial disputes; 

b a society, association or club established for: 

■ musical purposes, or to encourage music, art, science or literature, 

■ the encouragement or promotion of a game or sport or animal races, 

. community service purposes (not being political or lobbying purposes); or 

■ a society or association established to promote the development of: 
d aviation or tourism, or 

■ agriculture, pastoral, horticultural, viticultural, manufacturing or industrial 
resources of Australia. 

The rebate is calculated using the formula: 

48% x Gross FBT x Abatable days in year 
Total days in year 

or 

48 per cent x FBT payable when the employer has been a rebatable employer for 
the full year. 

The cost of each $1 of benefits for a rebatable employer is shown in Table 2.10. 


Table 2.10 

Benefit subject to: Costs for each $1 of Cost for each $1 of 

type / benefits _ type2benefits 

$1,537 $1.4897 

$1 to $1,537 $1 to $1.4897 

$1 $1 

$1 $1 

The effective personal tax rate for a type 1 benefit subject to FBT is 1 - (1/1.537) = 
34.94% and for a type 2 benefit is 1 - (1/1.4897) = 32.87%. For 2003/04 the benefit in 
salary packaging will commence when taxable income reaches $52 000 and the 
marginal rate is 43.5 per cent. 


FBT, no concession 

FBT, concessional—varies 

No FBT, deductible or otherwise deductible 

No FBT, but not deductible 


The benefit of the rebate is illustrated in Example 2.33. 
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Example 2.33 

A trade union provides a $1000 taxable benefit to an employee: 


Value of the benefit 

Taxable value ($1000 grossed up) 

FBT (without rebate) 

Less rebate (48% of FBT payable) 

Net FBT payable 
Net cost to employer 


Type 1 benefit 

Type 2 benefit 

$ 

$ 

1000 

1000 

2129 

1941 

1033 

941 

496 

452 

537 

489 

1537 

1489 


The employees of rebatable employers will be worse off if they take non-concessionally 
taxed benefits subject to FBT in lieu of salary once their taxable income falls below 
$52 OOl for the 2003/04 year. 

The total grossed-up value of benefits that can be provided to each employee without 
losing the existing concessions will be capped at $30 OOO*. However, note below the 
limits rebatable for employers such as public and non-profit hospitals. 


Example 2.34 

Jacinta works as a secretary at a religious institution. For the 2004 FBT year, Jacinta packaged 
$16 000 of type 2 expense benefits. The taxable value of these benefits was: 

$16 000x1.9417 = $31 067 

The religious institution will be allowed the rebate on the FBT payable only on $30 000 of the grossed- 
up benefits. The FBT payable on Jacinta's benefits is: 


Taxable value 

$31 067 

FBT (without rebate) 

$15 067 

Rebate (48% of FBT on $30 000 limit) 

$6 984 

Net FBT payable 

$8 083 


Non-tax-paying employers 

Entities which are exempt from tax but are not eligible for the 48 per cent rebate 
(see list under Rebatable Employers) effectively pay FBT at a rate of 103.27 per cent for 
type 1 benefits and 94.17 per cent for type 2 benefits. Such employers should not 
provide any benefits subject to FBT to their employees. Employers with losses have the 
same problem in the short term. 


Employers not subject to FBT 

Benefits provided to employees or their associates by certain tax-exempt organisations 
are treated as exempt fringe benefits. Tax-exempt bodies which pay no FBT are: 

■ international organisations under the International Organisations Act—for 
example, the United Nations, the World Health Organisation and the 
International Monetary Fund; 


If the total grossed-up value of the fringe benefits provided to an employee exceeds $30 000, 
a rebate cannot be claimed for the FBT liability on the excess amount. 
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■ parties registered under the Consular Privileges and Immunities Act 1972 (Cwlth) or 
the Diplomatic Privileges and Immunities Act 1967 (Cwlth) (to preserve diplomatic 
and consular exemption from all Australian taxes); 

■ religious institutions (for religious practitioners whose duties are principally 
pastoral or directly related to religious duties); and 

■ public benevolent institutions, including: 

■ Community Legal Aid Centres, 

■ public hospitals which are public benevolent institutions (this may include a 
hospital owned by a church or other public benevolent institution), or a 
government body in which the employees exclusively perform their duties in, or 
in connection with, a public hospital which is a public benevolent institution, 

■ philanthropic charities such as the Salvation Army, and 

■ government bodies, religious institutions or non-profit companies in respect of 
employees who live with, and care for, disadvantaged or elderly persons. 

For employers not subject to FBT, the cost for each $1 of benefits is $1—the 
remuneration planning options are innumerable. 

Under the changes to the reporting requirements of fringe benefits, public benevolent 
institutions and certain employers of live-in carers of disadvantaged elderly people 
(including government employees of public hospitals) will have to apply the provisions 
of the FBT Assessment Act 1986 as if they were subject to tax for reporting purposes only. 

Benefits provided in respect of the employment of an employee by a Public Benevolent 
Institution are exempt benefits. However an employee will have a reportable fringe 
benefits amount if the employee's total benefits are greater than $1000. 


Example 2.35 

Andrea, an employee of a Public Benevolent Institution, received fringe benefits of $500 for car 
parking and $1100 for health insurance. 

Andrea's reportable fringe benefits will be $2136 ($1100 x 1.9417). The car parking benefits are not 
included as they are excluded from reportable fringe benefits. 

Had Andrea's health insurance benefit only been $900 she would not have had any reportable 
fringe benefits. 


Employers that are Public Benevolent Institutions are now limited in the amount of 
concessional benefits provided to employees. 

From 1 April 2000 an individual who works for a public hospital that is a Public 
Benevolent Institution, or the employer is a government body and the employee 
works exclusively for a public hospital that is a Public Benevolent Institution, the 
individual can only receive $17 000 as exempt benefits. 


For a rebatable employer of public or non-profit hospitals, the rebate is limited to the 
FBT that has been paid on an employee's individual grossed-up non-rebatable amount 
of no more than $17 000. This is to provide consistent treatment between public and 
not-for-profit hospitals, the rebate available is capped by the same threshold that 
applies to public hospitals that are PBIs. Meal entertainment benefits, car parking 
benefits and entertainment facility leasing expenses will remain exempt from FBT 
regardless of the value of other benefits provided to an employee. 
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Benefits for expatriate employees 

The FBT rules apply to both resident and non-resident employers if benefits are 
provided to an employee during a period where the employee earns taxable Australian 
wages. Any benefits associated with the earning of exempt wages are also exempt from 
tax. The FBT legislation reduces or exempts certain benefits provided to employees 
living away from their normal places of residence. This means salary packaging can be 
very effective for such employees. 

Section 143B of the FBTAA broadly defines an overseas employee as a person who is 
required to perform employment duties whilst living away from his or her home country. 

For overseas employees, the taxable value is reduced for: 

■ full-time costs of education of a child under 25 years. 

■ up to 50 per cent of holiday transport for the non-resident employee and his or 
her family, regardless of destination, and up to 50 per cent of the cost of travel for 
one holiday to the employee's home country. 

■ relocation costs. The December 1994 Tax Liaison Group FBT subcommittee said: 

... the section 58B exemption for removal expenses of expatriates moving from 
one residence to another during a period of secondment would also apply to 
the costs of subsequent removal costs where an expatriate has say a two-year 
secondment but can only obtain a one year lease for rental accommodation. 

■ free board and accommodation provided to an employee or his or her family 
(exempt from FBT). 

■ benefits received in respect of employment which resulted in the person receiving 
exempt income under s. 23AG of ITAA 1936 (that is, income of an employee 
which is exempt because it is foreign earnings of an employee who has been 
engaged in foreign service for a continuous period of not less than 91 days) are 
not being provided in respect of the employment of an employee (even if there is 
broken service with s. 23AG income and assessable income inside Australia). Thus, 
by definition, no FBT arises, and in the future the fact will remain that at that 
time, that person was not an employee, and cannot be a former employee in 
respect of that time. 

A taxpayer with exempt foreign earnings and other income should treat 
superannuation contributions and tax agents' fees as apportionable deductions. 
Deductions can only be claimed for the part that has been apportioned to assessable 
income (TD 95/36). 

Superannuation from foreign employers and foreign superannuation funds 

The Taxation Laws Amendment Act (No. 4) 1994 (Cwlth) restricts complying fund status, 
and hence concessional tax treatment, to Australian resident funds regulated under the 
Superannuation Industry (Supervision) Act 1993 (Cwlth) (SIS Act). The SIS Act also restricts 
tax deductibility of employer contributions to complying superannuation funds. 

Employer superannuation contributions made, and benefits provided, after 30 June 1994 
are only exempt from FBT if: 

■ the person making the payment has reasonable grounds (reasonable grounds 
means that, not later than when the payment was made, that person had obtained 
a written statement from the trustee that the fund is a regulated superannuation 
fund and is not subject to a direction under s. 63 of the SIS Act) to believe that the 
fund is a complying superannuation fund—in which case the contribution will he 
an allowable deduction and not subject to FBT; or 
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■ the payment was to a non-resident superannuation fund for an 'exempt visitor' 
(that is, a person holding a temporary entry permit of no more than four years' 
duration in total) to Australia, and that exempt visitor was in Australia at the end 
of the financial year (in practice, the Taxation Office has said it will not 
administer this rule strictly)—in which case contributions will not be deductible 
and not subject to FBT. 

Recent legislative changes have ensured that contributions to a non-complying 
superannuation fund will not be deductible, and will be subject to FBT. 

Foreign sourced income of non-residents is not subject to Australian tax. Contract 
splitting to identify services performed outside Australia, and splitting Australian 
income across tax years, reduces the average tax rate on that income. 

Non-residents should ensure that, for tax purposes, foreign income is realised prior 
to becoming an Australian resident, otherwise that income will be subject to 
Australian tax. 


Case studies 


The following case studies provide you with an opportunity to apply the theoretical 
knowledge studied in Part B to practical situations. Various rates applicable are those 
relating to the FBT year ended 31 March 2004 and the financial year ended 
30 June 2004. 


Case study 2.1: Salary versus packaging 

Assume a 40-year-old taxpayer (with no dependent children and a working spouse who has taxable 
income of $30 000) is offered a job with a salary of $70 000 which the employee can either package 
or take as a taxable salary. Additionally, superannuation of 9 per cent of salary is contributed by the 
employer to satisfy minimum Superannuation Guarantee rules. 


The taxpayer's annual private expenses are: 

■ Home mortgage repayments (no GST) 

■ Rates and water rates (no GST) 
b Medical insurance (no GST) 

■ Household expenses (including GST of $700) 
Total 


$ 


5 000 
1 200 
1 300 
7 700 
15 200 


The taxpayer wishes to invest a further $10 000 (gross) into superannuation each year. 

The taxpayer does not drive, so does not wish to package a car. 

Assume that the employer is eligible to claim the $700 input tax credit. 

Assuming the employee has no other taxable income: 
a Prepare a salary package report for when there is no salary packaging, 
b Prepare salary package reports for when all expense payments and additional superannuation are 
packaged and the employer is: 

i a rebatable employer; 

ii an employer not liable to pay FBT; 

iii a corporate employer. 

c Summarise the change in the employee's disposable salary income due to packaging, 
d Comment on when packaging private expenses ceases to be beneficial to an employee, 
e Of the three packages listed in (b) above, calculate any savings to the employer over (a) above 
(using 10 per cent for on-costs for payroll tax and WorkCover), and comment on how you consider 
the employer should treat these savings. 





Case study 2.2: Car fringe benefits 



$ 

$ 

Employee's remuneration 


70 000 

New car purchase price 


20 000 

Operating costs 



-Depreciation 18.75% 

3 750 


- Deemed interest 6.55% 

1310 


- Insurance and registration 

1 760 


- Fuel and repairs 15c per km 

2 400 

9 220 

Private use: 100% 



Distance travelled: 16 000 km 




Actual cost/operating cost (s. 10) 

Deemed depreciation (s. 11(1)) 

$20 000x18.75% = $3750 
Deemed interest (s. 11 (2)) 

Year ending 31/3/2004 $20 000 x 6.55% = $1310 

Taxable value = (Operating cost of car x Private use percentage) - Employee contribution 
= ($9220 x 100%) - $0 = $9220 (for the year ended 31/3/2004) 

(Assume the actual cost = s. 10 operating cost) 


Statutory formula: s. 9(1) 

FBT year ending 31 March 2004: 


Taxable value 


20 000 x0,20x365 
365 


- Employee contribution 


= $4000 - Employee contribution 


As the statutory formula gives the lower taxable value use this method to calculate FBT 
(No FBT if the employee contributes $4000) 


If no employee contribution: 

FBT payable = $4000 x 2.1292 x .485 = $4130 


As the car was purchased after 21 May 2001, GST credits are claimable. 

a Calculate the employee’s disposable income where: 

i there is no salary sacrifice; 

ii there is salary sacrifice with a corporate employer; and 

iii salary sacrifice and employee contributions eliminate FBT. 

b Calculate the employee's cost if the car is purchased directly; and calculate the employer's on¬ 
costs on that cost, if payroll tax is 8 per cent and WorkCover is 2 per cent. 


Case study 2.3: Building a package 

Assume the total cost of employment to a corporate employer providing a package to an 
employee, David, is $89 100 including 10 per cent on-costs ($81 000 + $8100). Additionally, $7290 
Superannuation Guarantee is paid (9% of $81 000). David is married with one dependent child, aged 
8, and his wife received maximum basic parenting allowance for the year. David's remuneration 
package includes the following items: 
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■ two cars costing $20 000 each. The first car travels 16 000 km during the FBT year, of which 

50 per cent is for business purposes. The second car travels 16 000 km during the FBT year, and is 
used 100 per cent for private use. Assume that the operating costs for each car are $10 000. 

Both these cars are type 2 employer fringe benefits; 

■ payment of school fees of $10 000; 

■ net additional superannuation (after any tax liability on contributions in the fund) $4250; 

■ 50 per cent of entertainment expenses, which amounts to $1100 (including $100 GST); 

■ a laptop computer worth $3300 (including $300 GST). 

Calculate David's disposable income: 
a when the salary is packaged as above; and 
b if there is no salary packaging. 
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Part C: Review 


In Part A of this module you learned about basic mathematical concepts, risk and insurance. 

You should now have a good working knowledge of fundamental investment 
concepts, and a clear understanding of how to determine present and future values of 
capital amounts and income streams so that different investment options can be 
evaluated and compared. 

We have also studied fundamental investment concepts including risk, return and 
portfolio analysis. You should now understand what causes interest rates to change 
and how capital gains and losses can occur before maturity of long-term investments 
with a fixed interest rate. 

Personal risk and the economic life cycle of an investor were also reviewed. We also 
discussed financial risks, management of risk and retention or transference of risk with 
the use of life and general insurance. 

Part B of this module was devoted to a detailed study of remuneration planning. 

You learned different ways of remuneration packaging, and the calculation of the cost of 
benefits for different components of a salary package. You should now be able to apply 
your existing knowledge of the operation of various taxes—income tax, company tax, 
fringe benefits tax, payroll tax and other on-costs—during the remuneration planning 
process. In addition you should now have an awareness of how GST impacts on 
remuneration packages as well. 
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Summary of formulae 


Simple interest 

Future value (if simple interest) 

Future value of a present value amount 
Interest paid periodically 
Present value 
Effective rate 

FV of an ordinary annuity 
FV of annuity due 
PV of an ordinary annuity 
PV of an annuity due 
PV of a perpetuity 
Growth perpetuity 
Net present value 

Internal rate of return 


Current yield of a bond 
Yield to maturity 
Price of a bond 


SI = (principal) x (time) x (rate) = P t r 
FV(SI) = PV x [1 + (t x r)] 

FV = PV (1 + r)" 

FV = PV [1 + (r/n)P*" 

PV = Fv/(1 + r )-" 
r eff = 0 + r/n) n - 1 
FV(A) = A[((l + r) n -l)/r] 

FV(AD) = A[((l + r) n - l)/r](l + r) 
PV(A) = A[(l - (1 + r)-")/r] 

PV(AD) = A[(l - (1 + r)-")/r](l + r) 

PV = A/r 


PV = A/(r- g) 


NPV = C 0 + C, /(I + r) 1 + C 2 /(I + r) 2 + ... C n /(I + r)» 

= C 0 + 2 C, /(I + r) 1 

NPV = C 0 + C, /(I + r) 1 + C 2 /(I + r) 2 + ... C n /(I + r) n = 0 
-C 0 = 2C, /(l+r)‘ 

IRR = r 


Current yield = 


Current annual interest income 


YTM = 


Price = C x 0 + 


Current market value 

i+[(mfv-cv)/n] 

(MFV + CV) / 2 
MFV 


x 100 


tx 100 


(l + r)“ 


Where: 

PV 

FV 

A 

g 

NPV 

IRR 

C„ c 2 ... 

i 

C 

MFV 

n 

r 

t 

0 


present value 
future value 
amount of annuity 
perpetuity growth rate 
net present value 
internal rate of return 
cash flows 
number of periods 

annual interest of the bond in dollars 
maturity face value 
number of years to maturity 
current interest yield 
number of years 

present worth factor for a uniform series of $1 for n years and is 
calculated 1/r - l/[r(l + r) n ]. This figure can also be calculated with a 
financial calculator or obtained from annuity tables. 
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Module 2 


Suggested answers 


Question 2.1 


a FV = $10 000[1+(10x0.10)] =$20 000 (2) 

b FV = $10 000(1 + O.IO) 10 = $25 937 (3) 


Question 2.2 


Compounded semi-annually: 

FV = $100 [1.0 + (0.10/2)] 3 * 2 = $134.01 (4) 


Question 2.3 


The difference in future value (FV) between compound interest and simple interest is: 

Difference = FV (compound interest) - FV(simple interest) 

Difference = ($100(1 + 0.075) 5 ) - ($100[1 + (0.075 x 5)]) = $6.06 
(3) (2) 


dksstion 2.4 


a Compounded annually: 

FV = $23 000 = $20 000(1 + r) 3 (3) 

r = 4.77 per cent 

b Compounded monthly: 

FV = $23 000 = $20 000(1 + r/12) 3 x 12 
r = 4.67 per cent 


( 4 ) 
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SUGGESTED ANSWERS 


Question 2.5 


FV of an ordinary annuity is: 

fv= $10 ooo K 1 * 0 - 1 ) 15 
0.1 

= $317 725 


Question 2.6 


Using Equation 7 and solving for A, the uniform payment for the ordinary annuity is: 

FV=$750 000= A ili±M!izlI _ 

0.1 0.1 

$750 000 x 0.1 = Ax 9.835 

75 000 

A_ 9.835 

A = $7626 per year 


Question 2.7 

PV of an ordinary annuity is to provide $25 000 per year for the next ten years: 

PV= $25 000 fl-fl* 0 - 1 ) 10 ] (9) 

0.1 

= $153 614 


Question 2.8 


The annuity is paid from the end of year 21 until year 30. During this period, the 
present value (PV) of these cashflows will be: 


PV= $50 000 ft - ( -. + .. Q - L! 0 I 

0.1 

= $307 228 


(9) 


This value will be the future value for today. Using the ordinary annuity formula: 

FV= $307 228 = A ^ * ai ^ 2 ° ~ ^ (7) 

0.1 

A = $5364 per year 


fliEestion 1 i 

The present value of $5000 per year in perpetuity is: 
PV= A/r 

= $5000/0.1 = $50 000 


(U) 
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Question 2.10 


a Net present value (NPV) for the investment is: 


NPV = ~$20 000 + 


$5000 

1.1 


+ 


$6000 

(i.D 2 


$7000 

+ (I.D 3 + 


$8000 $5500 

(l-l) 4 + (1.1)* 


= $3642.51 


NPV is greater than zero, therefore as a general rule Mr McDonald should 
undertake this investment opportunity. 


b When NPV = 0, the discount rate is equal to internal rate of return (IRR). 


NPV = 0, therefore 


$20 000 = 


$5000 

(1+r) 


$6000 
+ (1 + r) 2 


$7000 
+ (1 + r) 3 


$8000 $5500 

+ (1 + r ) 4 + (1 + r) 5 


IRR = r = 16.59% 


c NPV is greater than zero and IRR is greater than the interest rate of 10 per cent. 
For these reasons, this investment can generally be accepted as an appropriate 
option. Both NPV and IRR agree with the selection of this investment. 


Question 2.11 


a 


b 


The current yield = x 100 = 6.36% 
The yield to maturity is: 


YTM = 


$7 + [(100 - $110)/9] 
(100 + 110)/2 


x 100 = 


5.89 

105 


x 100 =5.61% 


Mabel will incur a $10 capital loss when the bond matures. 


Question 2.12 


Risks that Bill Morris faces, the types of risks, and ways to handle those risks include: 


Risk 

Type of risk 

Ways of handling the risk 

Fire 

Pure 

Insurance, fire extinguishers, smoke detectors, 
fire alarms 

Theft or malicious acts 

Pure 

Insurance, burglar alarm, strong locks, security 
guard checks, secure mooring 

Storm and/or tempest 

Pure 

Insurance and avoidance by checking weather 
forecasts before use, and staying in a harbour 
during bad weather 

Loss of use (of boat) 

Pure 

Insurance 

Legal liability 

Pure 

Insurance, personal carefulness 

Meeting loan payments 

Pure 

Loan repayment insurance or income 
protection insurance 
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Question 2.13 


You might reply that even if no claim is made for a loss, knowing that there is a 
reduction in risk and protection from a financial disaster are the benefits of paying 
insurance premiums. Additionally, if a loss is suffered, a financial burden may be 
incurred by other family members, associates, or any other affected persons if the risk 
is not adequately insured. Insurance enables risk to be transferred and should not be 
dismissed as 'money down the drain'. 


Question 2.14 

a Tom and Annie Parker's insurance requirements can be calculated as follows: 


Needs analysis/fact find 



First life 

Second life 


insured ($) 

insured ($) 

a Amounts currently owed for: 



Mortgages 

80 000 


Hire purchase 


4 000 

Personal loans 

12 000 


Overdraft 



Credit cards 

8 000 

2 000 

Other 



Total 

100 000 

6 000 

b Available funds: 



Bank and other deposits 

10 000 

6 000 

Superannuation 

24 125 

2 400 

Other life insurance 


10 000 

Other investments 

15 000 

4 300 

Total 

49 125 

22 700 

c Amount needed to clear debts (b - a) 

50 875 

(Surplus 16 700) Nil 

d Living requirements per annum 

26 000 

Nil 

e Capital requirements 



(interest rate 8%, d x 12.5) 

325 000 

Nil 

f Total insurance required (c + e) 

375 875 

Nil 


b The main shortcomings (and some solutions to these shortcomings) of this 

needs analysis/fact find method of calculating Tom and Annie's insurance needs 
are as follows: 

■ If Tom dies, there is no allowance for the funds needed to pay funeral expenses. 
□ If Annie dies, Tom will need funds to pay funeral expenses and may need extra 

funds to provide care for the children, because child care is currently provided 
by Annie. Annie needs insurance to cover this risk. 

■ Life insurance may be included in Tom's superannuation policy, and this has 
not been taken into account, so money may be spent on excessive insurance 
rather than on making further investments. Tom should be asked about this 
aspect of his superannuation coverage, so the amount of insurance can be 
reduced accordingly. 

■ The family will be far worse off financially if Tom suffers an illness, accident or 
disability and is unable to work either for a long period of time or ever again, 
but does not die. Life insurance is of no value in these circumstances because it 
is only payable on death. Insurance coverage is needed in the form of life cover, 
income protection and disability and accident insurance to cover all risks. 
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c Term life insurance is probably the most appropriate life cover at this point in 
Tom and Annie's lives because it provides maximum coverage at the lowest cost*. 
A realistically calculated income protection policy, which includes disability and 
accident coverage, is required in case Tom is unable to work due to sickness, 
disability or accident. 

* It should be considered whether the life insurance can be included in Tom's 
superannuation policy. 


Question 2.15 


Jane requires comprehensive insurance because this covers both legal liability and loss 
and damage to third parties and her own vehicle, as well as cover for fire and theft. 
She can keep her premiums lower by not removing the standard excess, that is, by 
retaining the risk of having to pay the first $400 of each claim and thus saving about 
$100 annually in premium costs. In addition, some insurance companies are offering 
monthly payment schemes. 


Question 2.16 


The total cost of employment method allows for more accurate costing by calculating 
a maximum total cost of employment. The employee then has the freedom to 
stipulate the structure of the remuneration within that maximum cost by way of 
salary plus other benefits achieved by 'salary packaging'. 


Question 2.17 


Benefits cease to be tax effective to the employee when the cost of the benefit is less 
than the cost of taking additional salary as shown in Table 2.4 (adjusted for on-cost 
savings, if these are passed on to the employee). 

For example, generally benefits would cease to be tax effective when the income of 
the employee receiving a non-concessional benefit—such as the school fees in 
Example 2.23—is less than $62 500 for 2003/04. 


Question 2.18 


If there is no termination of employment, a property fringe benefit of $10 000 arises 
because the employer had provided the car to an employee at $15 000, that is below 
its 'value' of $25 000. The FBT (deductible) payable on the benefit by the employer 
would be $9417. (Taxable value of benefit ($10 000) x 1.9417 x 48.5%). 

The after-tax cost if the employer is a company is: 


= $7 000.00 
= $6 591.90 


Cost of benefit 
FBT 


$10 000 x (1-30%) 
$9 417 x (1 -30%) 


$13 591.90 
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The employer will also pay on-costs of 10 per cent of $10 000, that is the FBT taxable 
value (remember that each State has different rules for the inclusion of benefits in 
calculating payroll tax and WorkCover liabilities). 

No tax would be payable by the employee. 


Question 2.19 


The lease is not accepted as a bona fide lease, so the taxable value is $3000 for FBT 
purposes—that is, the notional (or market) value of $9000 at the time the car is 
on-sold to the employee, less the employee's contribution of $6000. 

The value to the package is the gross-up of $3000, being $3000 x 1.9417 = $5825 less 
on-cost savings. 


Question 2.20 


The FBT for the year with employees 1, 2 and 3 travelling 1001 additional kilometres: 

Employee 1: 15 001 km 
FBT payable = $4131 

Saving on FBT payable $5370 - $4131 = $1239 

Employee 2: 25 001 km 
FBT payable = $2272 

Saving on FBT payable $4131 - $2272 = $1859 

Employee 3: 40 001 km 
FBT payable = $1446 

Saving on FBT payable $2272 - $1446 = $826 

Total saving of FBT payable = $3924 


Question 2.21 


Employee 3: 39 000 km 
Total annual cost: 


$1310 + $3750 + $1170 + (39 000 x 15c) 

$12 

080 

FBT 

$2 

272 

Total cost of employer-provided car 

$14 

352 

Gross salary required by employee to 



own the car $12 080 x 1.9417 

$23 

456 


Saving to employee of employer-provided car 


$9 104 
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Employee 4: 44 000 km 
Total annual cost: 


$1310 + $3750 + $1170 + (44 000 x 15c) $12 830 

FBT $1 446 

Total cost of employer-provided car $14 276 


Gross salary required by employee to own 

the car $12 830 x 1.9417 $24 912 

Saving to employee of employer-provided car $10 636 


Case study 2.1 

Salary package report 

Client with a working spouse (taxable income $30 000) and no children. Pays annual 
private expenses of $15 200 and $10 000 gross a year into a personal superannuation 
fund. 

Note: calculations are rounded to the nearest dollar. 


a Where no salary sacrifice 

(employee pays expenses and superannuation from after-tax income) 



$ 

$ 

Taxable salary income 


70 000 

Tax payable 

19 707 


Medicare levy (1.5%) 

1 050 

20 757 

Annual take home pay 


49 243 

Less expenses 

15 200 


Personal superannuation contributions* 

10 000 

25 200 

Employee's disposable income 


24 043 

* not deductible to the employee 

Where expense payments and superannuation are salary sacrificed 


/ Rebatable employer 


$ 

$ 

Salary package amount 


70 000 

Calculate inclusive cost of employee expenses 
paid by employer: 

$7000* type 1 expense benefits grossed up by 2.1292 

14 904 


$7500 type 2 expense benefits grossed up by 1.9417 

14 563 

29 467 


FBT without rebate (48.5%) 

14 291 


Less rebate (48% of FBT payable) 

6 860 


Net FBT payable 

7 431 


Inclusive cost of expense payments ($14 500 + $7431) 

21 931 


Superannuation, no FBT 

10 000 

31 931 

Balance taken as salary 


38 069 

Less tax payable 

7593 


Medicare levy (1.5%) 

571 

8 164 

Employee's disposable income 


29 905 
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Note: Employee's disposable income due to packaging increased by $5862 ($29 905 - $24 043). 
However, the employer superannuation contribution of $10 000 is taxable income in the 
superannuation fund and may therefore incur tax of up to $1500. 

* The GST exclusive amount is used as the taxable value. 


// Employer not liable to pay FBT 

$ $ 

Salary package amount 70 000 

Calculate inclusive cost of employee expenses 
paid by employer: 

Expense benefits, no FBT 14 500 

Superannuation, no FBT 10 000 24 500 

Balance taken as salary 45 500 

Tax payable 9 822 

Medicare levy (1.5%) 683 10 505 

Employee's disposable income 34 995 


Note: Employee's disposable income due to packaging increased by $10 952 

($34 995 - $24 043). However, as in (i), a superannuation contribution of $10 000 will incur 

tax in the superannuation fund of up to $1500. 


//# Corporate employer 



$ 

S 

Package amount 


70 000 

If expenses are paid by the employer: 

$7000 type 1 expenses grossed up by 2.1292 

14 904 


$7500 type 2 expenses grossed up by 1.9417 

14 563 


FBT payable 48.5% 

29 467 

14 291 


Inclusive cost of expense payments ($14 500 + $14 291) 

28 791 


Superannuation 

10 000 

38 791 

Salary paid 


31 209 

Tax payable 

5535 


Medicare levy 

468 

6 003 


Employee's disposable income 25 206 


Note: Employee's disposable income due to packaging increased by $1163 ($25 206 - 
$24 043). Additionally, as in (i), superannuation contribution of $10 000 will incur tax 
in the superannuation fund of up to $1500. 


c Summary of change in disposable salary income due to packaging 


Taxable salary income 

Tax and 

Medicare 

$ 

FBT 

payable 

$ 

Total tax 

and FBT 

$ 

Benefit over 
no salary 
sacrifice (a) 

$ 

a no salary sacrifice expenses 

paid from after tax income 

20 757 

nil 

20 757 

n/a 

b salary sacrifice 

i rebatable employer 

tax on superannuation up to 

8 164 

7 431 

15 595 

5 862 
(1 500) 

ii employer not liable to pay FBT 
tax on superannuation up to 

10 505 

nil 

10 505 

10 952 
(1 500) 

iii corporate employer 

tax on superannuation up to 

6 003 

14 291 

20 294 

1 163 
(1 500) 
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This summary shows that in Case Study 2.1, salary packaging is a beneficial option 
for an employee of a rebatable employer; an employer not subject to FBT and 
minimal benefit to a corporate employer. 


d Comments on the point where packaging private expenses ceases to be beneficial to an 
employee of the employers in (b) above 

For (b)(iii) corporate employer ; the package is not beneficial because the total cost of 
sacrificing, including the tax superannuation contribution, is $337 more than the 
employee receiving salary, and paying for the expense payment benefits in after-tax 
dollars. (However, the employee does have $1163 more cash in their hand, the loss 
is in the superannuation fund. So this option may be acceptable to the employee.) 
Packaging private expenses ceases to be beneficial at the point where the 
employee's marginal tax rate falls below the effective FBT rate. The effective FBT 
rate is where taxable income is over $52 000 for employees of rebatable employers 
and $62 500 for corporate employers. 

For (b)(i) rebatable employer , salary packaging is beneficial, however note the 
employee's taxable income is only marginally lower than the effective threshold. 

For (b)(ii) employer not subject to FBT, packaging private expenses is beneficial until 
the employee does not have a tax liability. 


e Cost to employer 



Payroll tax 

Superannuation 




and WorkCover 

Guarantee 


Saving over 

Employer and type 

on-costs 

liability 

Total 

no salary 

of package 

Package 10% 

(9%) 

cost 

sacrifice (a) 


$ $ 

$ 

$ 

$ 

a None 
b Expenses and 

70 000 7 000 

6 300 

83 300 

n/a 

superannuation packaged 





i Rebatable employer 

70 000 6 257 

3 426* 

79 683 

$3 617 

10% x ($10 000** 
+ $38 069 salary) 

+ $14 500 benefits 




ii Employer not 
liable to pay FBT 

70 000 7 000 

4 095* 

81 095 

$2 205 

iii Corporate employer 

10% x ($10 000** 
+ $45 500 salary) 

4- $14 500 benefits 



(before tax deduction) 

70 000 5 571 

2 809* 

78 380 

$4 920 


10% X ($10 000** + $14 500 benefits 




+ $31 209 salary) 





* But if the employer calculates the total cost of employment the employee should be provided 
with the $6300 as additional superannuation or other employee benefits in lieu. 

** The amount of on-costs on the taxable value of benefits vary from State to State. Assume in 
this case on-costs would be payable. 
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Case study 2.2 


a i When no salary sacrifice $ $ 

Salary 70 000 

Less tax payable 19 707 

Medicare levy (1.5%) l 050 20 757 

49 243 

Less operating costs of car 9 220 

Employee's disposable income 40 023 


ii Where salary sacrifice with a corporate employer 
(employer pays FBT): 

Remuneration package 70 000 

Calculate inclusive cost of car provided by employer: 

Cost of car 9 220 

FBT ($20 000 x.20 x 2.1292 x.485) 4 130 13 350 

56 650 

Less tax payable 13 515 

Medicare levy (1.5%) 850 14 365 

Employee's disposable income 42 285 

Benefit of employer-provided car ($42 285 - $40 023) 2 262 

iii Where salary sacrifice (and employee contribution eliminates FBT) 

Remuneration package 70 000 

Calculate inclusive cost of car provided by employer: 

Cost of car 9 220 

63 042 

Less tax payable 16 437 

Medicare levy (1.5%) 946 17 383 

Employee's disposable income 45 659 

Less employee's contribution to eliminate FBT 4 000 

Employee's disposable income 41 659 


Employer's position: no FBT payable, but has $4000 additional taxable income (of the 
employee's payment of FBT) and pays on-costs on $70 000; that is, $7000. 

b If the employee purchased the car directly 

The $9220 operating cost of the car to the employee in pre-tax dollars (marginal tax 
rate plus Medicare levy is 48.5 per cent) is calculated: 

($9220 - business use) x 1.9417 gross-up $17 902 

Cost to employer on employee's salary on-costs ($16 671 x 10%) $1 790 
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Case study 2.3 


Disposable income of employee 



$ 

$ 

Total cost of employment to employer 

Less superannuation guarantee 

7 290 

96 390 

Less 10% on costs on $81 000 

8 100 

15 390 

Balance of remuneration prior to any packaging 


81 000 

a With salary packaging: 



Balance of remuneration package 

Less School fees $10 000, grossed up by 1.9417 

19 417 

81 000 

Car 1 cost to package $10 000 + $3767 

13 767 


Car 2 cost to package $10 000 + $3767 

13 767 


Additional superannuation* 

5 000 


Entertainment 50% non-deductible $1100 x 1.43 

1 573 


Laptop computer cost $3000 

3 000 

56 524 


Less on-cost savings** (10% ($9417 school 
fees + $7534 cars + $5000 superannuation 

2 242 

54 282 

+ $473 entertainment) 


26 718 

Less tax payable 

4 187 


Less Medicare levy (1.5%) 

401 

4 588 

Employee's disposable income 


22 130 


* Note: the employer superannuation contribution of $5000 is taxable income in the 

superannuation fund and may therefore incur tax of up to $750, thereby reducing accrued 
superannuation benefits. 

** Assumes no on-costs are payable on any employer superannuation contributions. 


b With no salary packaging 

$ $ 

Balance of remuneration paid as salary 81 000 

Less tax payable 24 877 

Medicare levy (1.5%)* 1 215 26 092 

54 908 

Less cars and expenses (no FBT payable) approx. 

($10 000 school fees, $20 000 cars, $1100 entertainment, 

$1545 computer) 32 645 

22 263 

Less superannuation (undeducted contributions in the fund) 4 250 

Employee's disposable income 18 013 


Note: Employee's disposable income due to packaging increased by $4117 ($22 130 - $18 013). 

* No Medicare surcharge would be payable in (a) or (b) because the family's combined taxable 
income is below $100 000. 
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Preview 


Introduction 

In Module 2 you learned about the need for individual strategies to cater for needs 
appropriate to age and life cycle stages. In this module, the overall investment options 
which are important for personal financial planning will be reviewed. Particular attention 
is given to investments in shares, interest-bearing securities, property and managed 
investments. In each investment strategy, the critical issues relating to successful 
investment are outlined and peripheral issues are considered as they relate to an effective 
financial planning process. It is important for successful investment, whether you are 
giving advice to your clients, or you are investing yourself, to consider all aspects of the 
investment options. 

Investment of the client's funds is important in the financial planning process, and 
you need an understanding of direct investments which your client may already 
have, or plans to acquire. These fall into three broad categories: investing in shares, 
investing in property, and lending money. Managed investments form another 
investment option and they must be considered, and included where appropriate, in 
your client's financial plans. 

The risk components of each investment strategy should be related to the expected 
returns from those strategies. The risk and expected return from each investment 
option should be assessed on the basis of the investor's attitude to risk and financial 
goals. The basic principles of investment analysis and management strategies should 
be taken into account before making an investment decision. In this module many of 
the important investment issues will be illustrated with practical examples. 

Taxation implications associated with the various investment options are incorporated 
into the materials. Individual income tax planning and tax-sheltered investments are 
discussed, and the module also covers liquidity, accessibility, transaction costs, gearing 
and appropriate structures for investments. 

The overall objective of this module can be summarised as the identification and 
evaluation of the most common investment options. This module also outlines the 
associated risk and tax implications for those options as they relate to personal 
financial planning strategies. 


Objectives 

At the end of this module you should be able to: 

■ analyse the basic issues involved in investment analysis and management for 
the financial planning process; 

■ identify, evaluate and compare the common investment options; 

■ assess the importance of strategic investments of funds in the financial 
planning process; 

a identify types of direct and managed investments; 

ie understand the main risk and taxation implications associated with various 
investment products; 

■ discuss the nature of speculative investments; 

a assess asset allocation strategies and structures for effective risk control; 

□ assess the benefits and risks of gearing; and 

a identify and compare the structures that can be used for investment. 
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Readings 

Reading 3.1 

'Solving that age-old question: Are shares better than property?' 

L. Szekely 

Reading 3.2 

'A warrant for your wealth' 

J. Kavanagh 

Reading 3.3 

'The signs are bad for the future of negative gearing' 

M. Laurence 

Reading 3.4 

'Taxation Ruling TR 98/22' 

Australian Taxation Office 
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Part A: Basic investment issues 


The importance of individual strategies 

People of all ages and from all walks of life invest—for a variety of reasons—funds 
which they do not require for day-to-day living expenses. From an individual's 
perspective, investment implies a current commitment of funds to purchasing specific 
assets such as shares, property and fixed-interest securities. These are assets which will 
be held over a period of time in the expectation of future gains. These gains can be in 
the form of interest, dividends, rent and/or capital growth. 

The individual may choose to invest directly or via an investment structure such as a 
unit or discretionary trust, company or superannuation fund. These structures may 
make similar investments to those made by an individual. Issues relating to choice of 
structure are considered in the last part of this module. 

Investors should be wary of rumours, hints and tips of inside information. 

The fundamentals of prudent investing are that the investor: 

□ should live within his or her means; 

□ establish an on-going saving and investment program; 

■ establish a credit rating so that investment loans can be readily arranged; and 

■ have appropriate insurance in place. 


Establishing investment goals 

The economic goal for most investors is to maximise after-tax returns in the form of 
income and/or growth and capital gains. An investor may have security as an 
additional goal. 

Investment goals should be established which: 

■ determine the dollar amount to be invested for a particular time frame; 

■ take into account the present value and future value of money (to incorporate the 
concept of the time value of money); 

a decide whether investments are required for income or capital growth or a 
combination of both; 

■ determine the desired degree of liquidity; 

■ define the investor's level of risk; 

■ determine the overall investment strategies to obtain long-term and short-term 
investment goals; and 

□ consider the tax implications of particular investments. 

A properly balanced portfolio should attempt to combine these goals in a way best 
suited to the investor's needs. 


Question 3.1 


List the four fundamentals of prudent investing. 
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Short-term or long-term investment 

An investor can have a short-term, medium-term or long-term investment horizon in 
order to achieve investment goals. Some investors may only want to invest funds in 
the short term, such as when there is a planned capital expenditure in the foreseeable 
future—for example, the investor may be saving for a car or a home deposit. Some will 
be long-term savers, who might, for example, be building assets for retirement income. 
Short-term, medium-term and long-term investment goals should form part of an 
integrated financial plan. 

Short-term time frames are usually 1-3 years, medium time frames are 4-7 years, and 
long-term time frames are usually 7-10 years. 


Liquidity and accessibility 

Investment liquidity is the ability to pay current liabilities (that is, short-term debts) 
quickly. An investment is liquid when it is both stable in price and marketable, that is 
readily converted to cash. The investor is able to find a ready market to dispose of 
the investment in order to access funds quickly and receive approximately the 
amount invested. 

The ratio of current assets to current liabilities is used as a measure of an individual's 
liquidity. A ratio of 1.6 means that for every $1 of current liabilities, the investor 
possesses $1.60 of working capital or cash. 

The marketability of different investments varies, as does the extent to which an 
investment can be accessed. Table 3.1 is a guide to the accessibility and liquidity of 
various investments. But be aware that an individual's circumstances may affect these 
general rules. 


Table 3.1 

Accessibility and liquidity of investments 


Investment ______ 

Savings accounts and cash management trusts 
Managed investments 
Shares listed on a Stock Exchange 
Government bonds 

Unitised trusts listed on a stock exchange 
Notes and debentures 
Real estate 

Business investments and unlisted shares 


Accessibility/marketability _ Uquidity 


Good 

Good 

Good 

Good 

Good 

Good 

Good 

Average 

Good 

Average 

Average to poor 

Poor 

Average to poor 

Poor 

Poor 

Poor 


Transaction costs 

Transaction costs are incurred for many direct and managed investments. The typical 
transaction costs include brokerage, stamp duty, banking fees and exchange fees (if 
applicable). The following figures for listed shares, property investments and managed 
investments give a general guide to the transaction costs of these investments. 

Direct property investments incur set-up costs of borrowing and conveyancing costs on 
purchase. Estate agents charge fees for finding a tenant of approximately one to 
one-and-a-half weeks' rent, collection fees based on a percentage of gross rent, and 
approximately 2 per cent of the sale price when a property is sold privately or 5 per cent 
to 8 per cent when the property is auctioned. Other ongoing costs include body 
corporate fees, land tax and insurance. 
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Managed investments can incur entry and exit costs from nil to 5 per cent, and annual 
management and trustee charges of up to 3 per cent. 

Listed shares transaction costs vary depending on whether the client uses a discount or 
a full service broker. Generally the fees range from a flat fee of around $50 per trade to 
1 per cent of funds invested. 

Question 3.2 

Explain the transaction costs involved in making a $100 000 investment into each 
of the above investments (i.e. listed shares, direct property investments and 
managed investments). 


Figure 3.1 

Lending investments 

























Figure 3.2 

Ownership investments 
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Once investment goals have been defined, the investor's time horizon, their need to 
access their capital and transaction costs have been considered, investment 
alternatives need to be evaluated. This step involves choosing whether to invest in: 

■ lending investments; 
b ownership investments; or 

b a combination of both lending and ownership investments. 

Lending investments can be used to provide an income stream and are oriented 
towards interest bearing products. Ownership investments can be used to provide a 
combination of income and growth and therefore provide protection against inflation. 
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Part B: Direct investments 


Strategic investment of funds is important in the financial planning process, and it is 
necessary to have an understanding of the direct investments available. Direct investing 
is when the investor has the ownership of the assets. 

Three broad categories of direct investment available to an investor are: 

□ shares; 

■ interest-bearing securities; and 
ed property. 

Each of these are discussed in more detail below. 

Lifestyle investments are also an important part of direct investments, and comprise 
assets such as the client's own home, car, furniture, education and travel. Current and 
future lifestyle assets and income necessary to satisfy the client's lifestyle requirements 
are important factors which must form part of the overall financial plan. 


Shares 


Shares are an important category of direct investment. In addition to a knowledge of the 
various types of shares available, the financial planner should also be able to compare 
yields on shares and have an understanding of the dividend imputation system. 

Shares have traditionally been used for investment purposes. Direct share investments 
provide a wide choice of investments whether an investor's objective is for security, 
income, capital gain or a combination of these. Cash dividends and capital gains or 
losses are forms of cash payoffs from shares and should be considered when assessing 
the return from equities investment. 


The Stock Exchange 

Investors can be part-owners of larger enterprises by becoming shareholders in a 
company listed on the Stock Exchange. The Australian Stock Exchange (ASX) provides 
a link between companies requiring funds and members of the public with savings to 
invest, while also providing a marketplace for the trading of shares and other 
marketable securities. 

The primary market allows a company to raise its initial capital by issuing a product 
disclose statement (PDS) to the public through an underwriting broker. The listing 
company must comply with regulatory requirements of the Corporations Act 2001 
(Cwlth), the Australian Securities and Investments Commision (ASIC) and the listing 
rules of the Stock Exchange. Shares are then allotted by the company to members 
of the public who have subscribed (applied to purchase the shares) for them. 

For example, when a company is first floated on the Stock Exchange, it may issue 
five million ordinary shares with an issue price of $2 in order to raise $10 million. 
Initial subscribers can continue to be shareholders of that company, or sell the shares 
to someone else on the secondary market. 

The secondary market is the marketplace provided by the Stock Exchange, where 
stockbrokers can buy or sell securities in listed companies on behalf of investors. 
Shares are traded using a computer system known as SEATS (Stock Exchange 
Automated Trading System). 
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Other commonly traded securities include: 

■ debentures—loans to a company for a fixed period of time, in return for interest; 

■ bonds—loans to a government or semi-government authority for a fixed term at a 
fixed rate of interest; and 

■ company-issued options—rights given to the holder to convert the security to an 
ordinary share at a fixed price on or before a fixed date. 

In every case where a security is traded, there is a buyer who is quitting the market 
and a seller who is entering the market. Buyers and/or sellers reacting to rumours can 
produce overwhelming reactions which cause the price of a particular security, or 
security prices in general, to rise or fall sharply. This is known as volatility—the rate of 
change in the price of a security. 


CHESS 

The Australian Stock Exchange's CHESS system (Clearing House Electronic Settlement 
System) eliminates the need for shareholders to hold their share certificates, thereby 
also overcoming the problem of late settlements caused by lost share certificates. 

Sales and purchases using CHESS are made through the sponsoring stockbroker. 

Through the introducton of on-screen trading, the CHESS system has enabled the ASX 
to provide a more price transparent and efficient system, which has helped reduce 
transaction costs. 

Issuer sponsorship 

Issuer or company sponsorship means that securities, for example shares or units, are 
held without certificates. The issuer of the securities 'sponsors' the shareholding, and 
records relating to each shareholding are kept by the company's share registry. 

Issuer sponsorship overcomes the problem of lost certificates and avoids the potential 
of penalties being incurred as a result of late delivery of certificates. Statements 
provide details of the shareholding, purchase and sale contract notes, which must be 
kept for taxation purposes. A different Securityholder Reference Number (SRN) is 
issued for each company in which shares are held. Shares can be bought or sold 
through any stockbroker. Issuer sponsorship offers an alternative to uncertified 
holdings under CHESS by a stockbroker where sales or purchases are made through 
the sponsoring stockbroker. 

The ASX has a time limit on settlement of stock market transactions which is called 
the T+3 system, under which transactions between brokers are due for settlement on 
the third business day after the date of transaction. Financial penalties are imposed on 
late settlements. 


Ordinary shares 

Ordinary shares represent an ownership interest in a company and the dividend 
payable depends on the performance of the company. Ordinary shareholders may 
receive large dividends in good years, but dividends may be small or non-existent in 
bad years. The value of an ordinary share is determined by what the buyer and seller 
of a particular share is prepared to accept. Ordinary shares increase an investor's 
capital over time if the company performs well and the value of the share increases. 
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The main factors that affect a share's price are as follows: 

■ supply and demand for that company's share; 

m the industry sector the company trades in; 

■ overseas factors that affect the company and the Australian economy; 

□ exchange rates; 

■ government policy both domestic and international; 

■ economic conditions both domestic and international; 

■ conditions applicable to a particular company for example asset backing, quality 
of the assets and future earning capacity of those assets; and 

■ overall market perception—whether the market is bullish (rising) or bearish 
(falling). Even though a share may be worth a particular price when evaluated on 
fundamental information, it may be trading at either a much higher or much 
lower price because of market perception. 


Share market indices 

Companies included in the Australian stock market indices are selected after rigorous 
analysis. The indices are used to track leading companies in leading industries in 
Australia. Companies themselves play no role in the selection process and are not 
consulted regarding their inclusion in the index. 

Factors that are used to determine a stock's eligibility for inclusion in a particular 
index include liquidity, market capitalisation and trading volume. 

The S&P ASX indices are market capitalisation weighted indices. Therefore, the 
company with the largest market capitalisation will have the largest weight and 
impact on the overall index. Other indices, such as the Dow Jones Industrial Average, 
for example, are price-weighted indices. In this type of index, the company with the 
highest share price has the highest weight and impact on the index. 

From 1 October 2002, the S&P ASX indices moved to a 'free float' methodology. 

All Australian indices except the All Ordinaries Index were effected. Free float is 
defined as the percentage of the company's shares that are freely available for 
purchase. All holdings of greater than 5 per cent held by governments or government 
agencies and controlling or strategic shareholders are reviewed. By weighting stocks 
according to free float, indices more accurately reflect the trading opportunities for 
institutional investors (Standard & Poor's 2001). 

Calculation of the index 

The official daily index close is based on the last traded price for each stock in the 
index. The index rises when the average price of traded shares in the index is rising, 
and falls when the average price of traded shares in the index falls. 

The major Australian share market indices 
S&PIASX10Q 

The S&P/ASX100 is Australia's premier large capitalisation equity index. Each stock 
in this index is evaluated for liquidity and size. The S&P/ASX100 index represented 
approximately 86 per cent of the total market capitalisation of the Australian market 
as of 31 August 2000 (<http://www2.standardandpoors.com> (accessed May 2004)). 
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S&P/ASX200 

The S&P/ASX200 index is comprised of the S&P/ASX100 plus an additional 100 stocks, 
with an emphasis on liquidity and investability. The S&P/ASX200 index provides 
investors and fund managers with an effective benchmark for Australian equity 
performance. The S&P/ASX200 index represented approximately 89 per cent of the 
total market capitalisation of the Australian market as of 31 August 2000 
(<http://www2.standardandpoors.com> (accessed May 2004)). 


S&P/ASX300 

The S&P/ASX300 index represented 91 per cent of the Australian market as of 
31 August 2000. The index includes stocks in the S&P/ASX100 and S&P/ASX200 
indices in addition to another 100 companies in the Australian market. This index 
provides a broad benchmark for fund managers. 


All Ordinaries 

Australia's premier market measurement tool, the All Ordinaries Index represents 
500 companies listed on the Australian Stock Exchange. The index's purpose is 
measurement of the entire Australian market. Liquidity factors are not a consideration 
in this index, with the exception of foreign domiciled companies. 

The All Ordinaries Index is based on the change in the aggregate market value (AMV) 
or market capitalisation of the companies represented in the index. 

The formula for calculating the index is: 


Index (day 1) x 


AMV (End of day 2) 

AMV (Start of day 2) = * nt * ex 


Global Industry Classification Standard (GICS) 

The GICS is an enhanced industry classification system developed by Standard & 
Poor's and Morgan Stanley Capital International (MSCI). The GICS was developed to 
provide one consistent set of global sector and industry definitions. The GICS system 
has four levels of detail: 10 sectors, 23 industry groupings, 59 industries and 122 sub¬ 
industries. The classification system reflects a company's financial performance and 
financial analysis (Standard & Poor's 2002). 


Preference shares 

Preference shareholders are generally entitled to a fixed rate of dividend, which is 
payable prior to any dividends being paid to ordinary shareholders. Only when the 
company has surplus profits or retained earnings is a dividend paid to the ordinary 
shareholders. Whilst preference shares are similar to loans from an economic perspective 
(because of the fixed dividend and preferential standing of the investor), the legal 
position is that preference shareholders are still part-owners of the company. 

If the company is liquidated, preference shareholders may receive up to the face value 
of their shareholdings before ordinary shareholders, but after registered creditors. 
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Preference shares can also be: 

■ cumulative—if dividends are not paid in one year due to lack of profits, back 
dividends are payable prior to payment of any ordinary dividends; 

■ redeemable—the share has a fixed maturity or redemption date at a stipulated 
price, which might not be the face value; 

■ participating—entitles the holder to the fixed rate of dividend, plus a formula- 
based rate (which varies from company to company) of ordinary dividend tied to 
certain profit levels; and 

■ convertible—shares can be converted into ordinary shares on a specified date, 
either automatically or at the shareholder's option. Prior to conversion the fixed 
rate of dividend is paid; after conversion the declared rate of dividend for ordinary 
shares is paid. 


Valueless shares 

Under the capital gains tax rules, s. 104-145(1) of the Income Tax Assessment Act 1997 
(Cwlth)(ITAA 1997) provides that the shareholder disposes and reacquires valueless 
shares if a company goes into liquidation. This provision enables a shareholder of a 
company in liquidation to choose to crystallise a capital loss from valueless shares. 
CGT event G3 occurs when: 

b the liquidator makes a written declaration to the effect that there is no likelihood 
that the shareholders, either generally or of a particular class of share, will receive 
any distribution from a company that is in the course of winding up; and 
n the shareholder chooses that s. 104-145(1) applies. 

Taxation Determination TD 2000/52 was issued by the Commissioner on 29 November 
2000. The determination considers whether CGT event G3 can happen where a 
liquidator declares that he or she expects to make a distribution during the winding- 
up of a company. 

For this to occur, the liquidator must declare that they have reasonable grounds to 
believe, at the time of the declaration, that there is no likelihood that shareholders will 
receive any further distribution in the course of winding up the company. This allows 
a shareholder to take the benefit of capital losses on their shares. 

If the liquidator expects to make a distribution, no matter how small, they are not 
able to make a valid declaration in terms of s. 104-145(1). So, a shareholder would not 
be able to crystallise a capital loss until a valid declaration is made or a CGT event 
(such as a disposal or cancellation) happens to the shares, whichever happens earlier. 

Investors cannot choose to make a capital loss if they acquired the shares before 
19 September 1985. 

A record of the date on which the liquidator's written declaration is made is therefore 
important. Taxation Determination TD 92/102 provides the wording of a notification 
which is acceptable to the Taxation Office: 

I...being the liquidator of.Pty Ltd, 

hereby declare that I reasonably believe that there is no likelihood that any 

distribution will be made to shareholders (or shareholders of class. 

shares) during the course of winding up of the company. 

Signed. 

as liquidator of 


Pty Ltd Dated ... / ... / ... 
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Where the declaration is made, the shareholders are taken to have disposed of the 
shares for no payment, thereby realising a capital loss. They are then taken to have 
immediately re-acquired the shares at a cost base of nil. If a subsequent distribution is 
made, the shareholders must include this as a capital gain in their tax returns. 

The provision is limited to shares—it does not apply to other securities (Taxation 
Determination TD 95/29). In the case of other securities, a disposal only occurs when 
there is an unconditional sale to another person or when the rights under the security 
are legally and irrevocably surrendered, released or abandoned. 

Where a declaration has not been made, members of a company may only dispose of 
their shares when a company is dissolved in accordance with company law. TD 96/44 
says that this is generally three months after the liquidator lodges a notice that the 
final meeting of the members has been held where a company is wound up 
voluntarily. If the registration of a company is cancelled, the company is dissolved on 
the date of ASIC's gazettal of that cancellation. 


Yields on shares 

An important financial planning tool is to be able to analyse and recommend 
investment vehicles to clients when constructing their financial plans. 

Investment advisers and stock brokers may provide information, but financial 
planners also analyse asset values. There are several yield measures which are used to 
compare shares. Returns on shares can be calculated using the following measures: 

■ dividend yield; 

■ earnings per share; 

□ earnings yield; 

o dividend-payout ratio; and 

■ price-earnings ratio. 


Dividend yield 

Dividend yield represents dividend percentage paid by the company per current price 
of share. It is calculated by: 

Dividend yield = Annual dividend per share x 

Current share price (1) 

Dividend yield is commonly used by investors to measure return because it is simple 
to apply and relates to the return from any investment. Financial planners should, 
however, be cautious in using the dividend yield method in evaluating shares because 
it has several weaknesses including the following: 

■ the capital gain or loss is omitted and the precise timing of the dividend is not 
taken into account; 

■ the entire investment period is not considered; and 

■ dividend yield may vary from year to year, therefore the latest dividend paid can 
differ from the expected dividend. 


Therefore, dividend yield does not express the return from an investment in shares as 
fully and precisely as other measures. 
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Example 3.1 

You purchased 1000 shares in CPA Company Ltd for $2000 (when the share price was $2.00) and kept 
these shares for three years before selling them at $3.50 each. The pre-tax dividend payments were: 

Year Dividend per share (cents) 

1 21 

2 14 

3 28 

Ignoring transaction costs, brokerage fees and imputation credits, the dividend yield for your investment 
in these shares can be calculated as follows: 


Dividend yield = 


Annual dividend per share 
Current share price 


x 100 


Therefore, yields are: 

Year Dividend yield 
0.21 

1 100 = 10.50% 

0.14 

2 — x 100 = 7.00% 

2.00 

3 ~~~ x 100 = 8.00% 

3.50 

Note that dividend yields based on actual dividends declined from 10.5 per cent when you bought the 
share to 8 per cent when you sold them. This is due to the rising dividend and the rising share price. 

In Example 3.1, the share price (i.e. capital gain) increased at a faster rate than the 
dividend. If a share has a dividend yield which is high compared to that of shares in 
similar companies, the share can be regarded as a relatively high-risk investment. 

Earnings per share 

Earnings per share (EPS) is calculated as the amount of net operating profit per 
ordinary share less the amount of preference dividends, as given below: 


Earnings per share 


Net operating profit - Preference dividends 
Number of ordinary shares 


( 2 ) 


Earnings yield 

The earnings yield of a share calculates earnings—after all deductions per share for 
the latest year or the coming year—as a percentage of the current share price. It is 
calculated by: 


Earnings yield = 


Annual net earnings per share 
Current share price 


x 100 


(3) 


Most companies keep some portion of the net profit within the company as retained 
earnings, and the remainder is distributed to shareholders as dividends. 


V 
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Dividend—payout ratio 

The dividend-payout ratio shows what proportion of earnings has been distributed as 
dividends to shareholders, and what remaining profit has been retained within the 
company as a source of finance. A low dividend-payout ratio can either mean that 
most of the profit is kept in the company to finance growth, or that expected future 
profit is declining. It is calculated by: 

Dividend payout ratio = Igal dividend/number of shares x 1QQ 

Net profit/number of shares 


Question 3.3 

XYZ Company Limited made $1 000 000 net profit during the last year, and it will distribute 
$600 000 as dividend to its shareholders. There are 400 000 shares in the company, and 
the current share price is $10. 

Calculate the dividend yield, earnings yield and dividend-payout ratio. 

A constant growth model links the concepts of dividend yield and internal rate of 
return by assuming a constant dividend yield and growth rate. If a company pays a 
dividend once per year, the nominal internal rate of return will be equal to the share's 
dividend yield plus the expected annual growth rate in the dividend per share. 

Price-earnings ratio 

Another method of determining the value of ordinary shares is through the price- 
earnings ratio (P/E ratio). This shows the price an investor pays for $1 of the 
company's current earnings. The level of a company's price-earnings ratio depends 
on the risk carried by shareholders and the company's expected future growth rate. 

The price-earnings ratio attached to any stock calculates how many years of annual 
profit it will take to repay the initial investment. For example, a price-earnings ratio of 
15 says that if current profits are maintained for 15 years, then the accumulated profit 
will total the cost of the investment. The price-earnings ratio is calculated by dividing 
the current share price by earnings per share, as follows: 

' (Er-Eg) (4) 


where: 

P = maximum price the investor should pay for the ordinary share 

E = earnings per share 

D = annual dividend per share 

Er = nominal internal rate of return (expected) 

Eg = annual growth in dividend share (g must be smaller than r) (expected) 


Example 3.2 

What is the maximum price you should pay for CPA Company Ltd shares given that: 

<a the expected nominal internal rate of return is 13 per cent per annum (r = 13%); 

■ estimated annual dividend per share is $0.25 (D = $0.25); and 
a annual growth in dividend share is 7 per cent (g = 7%)? 

From equation 4: 

P = 0.25/(0.13-0.07) 

= $4.17 

If you purchase shares for more than $4.17 per share, your expected nominal internal rate of return 
will be smaller than the minimum of 13 per cent sought. 
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The expected return on investment is an important consideration when selecting 
shares, and the price-earnings ratio is a common method used to evaluate shares by 
calculating the price paid for $1 of the company's current earnings. However, a low 
current share price producing a high yield can be misleading. This is because the yield 
is based on previous dividend payments, and current earnings performance may have 
fallen. Dividend yields and the price-earnings ratio have an inverse relationship and 
should be used in conjunction to evaluate the value of shares. If share prices increase 
while dividends and profit remain the same, the dividend yield will decrease and the 
price-earnings ratio will increase. 

Investors seeking income should select companies which have regular earnings and 
good dividend records. When comparing investments, each company's record of 
paying franked dividends should also be taken into account as well as their capital 
growth prospects. 

All of the yield measurements for shares should be assessed in terms of previous 3-5 year 
trends, and compared to other companies in the same sector. 


Net asset backing 

Net asset backing provides information on how much tangible asset backing for its 
issued ordinary shares a company has. It is calculated by: 


Net asset backing per share = 


Net tangible assets 
Number of ordinary shares 


For example, Fortune Ltd issued 2.5 million ordinary shares and its net tangible 
assets are valued at $5 million. Its net asset backing per share is $2 ($5 million/ 

2.5 million) which is interpreted as every ordinary share of Fortune Ltd is backed by 
$2 of assets owned by the company. 

As a general proposition, it is better to purchase shares with a higher net asset 
backing per share, relative to the share price, since this may indicate that shares are 
undervalued. Accurate asset valuation is very important before making an investment 
decision including the hidden use of intangible assets or a sudden influx of cash. 

Net asset backing per share should be used in conjunction with other ratio analyses 
and research on a company's activities to enable a proper comparison for a sound 
investment decision. 


Dividend imputation 

In Australia until June 1987, company income was effectively taxed twice—first on 
profits at the company level, and then in the hands of shareholders when those after¬ 
tax profits were paid out as dividends and the shareholder paid income tax on the 
dividends received. In July 1987, dividend imputation was introduced. Under this 
system, dividends paid to shareholders out of company profits on which Australian 
company tax (at that year's tax rate) has been paid are called 'franked dividends'. The 
tax credit associated with the dividend is 'imputed' or passed on to the shareholders. 

The amount of the dividend is 'grossed up' by the imputation credit and the shareholder 
includes the amount of the dividend (whether received in cash or re-invested) plus the 
imputation credit in their assessable income for that year. The individual shareholder is 
then entitled to a franking rebate up to the amount of the imputation credit. This is 
calculated using the formula: 
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_ Company tax rate 

Imputation credit = Franked amount of the dividend x (i _ Company tax rate) (5) 

For the year ended 30 June 2004, all franked dividends carry franking credits of 
30 per cent. If a company pays a fully franked dividend of $70, the imputation credit 
attached to this dividend is calculated as: 

Franked amount $70 x 30/70 = $30 imputation credit 

The rebate reduces the shareholder's tax payable on those dividends. For taxpayers 
with a marginal tax rate below the company tax rate, income from franked 
dividends is received tax-free and individuals in lower tax brackets receive excess 
credits which may be applied against their non-dividend assessable income or 
refunded on assessment. 

Example 3.3 illustrates the important aspects of dividend imputation. 


Example 3.3 

Personal tax credit available (tax payable) (based on a company tax rate of 30 per cent): 

Personal marginal tax rate 



17% 

$ 

30% 

$ 

42% 

$ 

47% 

$ 

Franked dividend received 

70 

70 

70 

70 

Imputation credit 

30 

30 

30 

30 

Shareholder's assessable dividend income 

100 

100 

100 

100 

Tax at marginal rate 

17 

30 

42 

47 

Less imputation credit 

30 

30 

30 

30 

Tax credit/(tax payable) 

13 

0 

(12) 

(17) 


Partly franked dividends 

Some dividends are only partially franked, or unfranked if the company has 
insufficient franking credits available. This occurs when dividends are received 
partially or fully from the company's earnings that have not been subject to company 
tax—for example, a tax-free capital gain. 


Dividend statements 

The divided statement must be in the approved form and must include the 
following information: 

1 the identity of the entity making the distribution; 

2 the date on which the distribution is made; 

3 the amount of the distribution; 

4 the amount of franking credit allocated to the distribution; 

5 the franking percentage for the distribution; 

6 the amount of any divided withholding tax that has been deducted from 
the distribution; and 

7 any other information required by the approved form. 

N °te—it is an offence if a corporate entity fails to give a distribution statement or 
makes a statement that is false or misleading. 
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XYZ Pty Ltd 

Shareholder Dividend Statement 

Date paid: 30 June 2004 

Record date: 15 June 2004 

Dear Shareholder, 

The details below relate to the final dividend for the year ended 30 June 2004, payable on shares entitled 
toparticipate in the dividend at record date. 


This dividend is 50 per cent franked at the company tax rate of 30 per cent. The total divided amount together 
with the franking credit should be disclosed as assessable income in your tax return for 2003/04 financial year. 


Description 

Dividend 
per share 

Participating 

holding 

Unfranked 

amount 

Franked 

amount 

Franking 

credit 

Fully paid ordinary 

20 cents 

1 000 

$100.00 

$100.00 

$42.85 


Total dividend amount: $200.00 


The level to which a dividend is franked effectively determines the value of the 
dividend yield. 

Table 3.2 provides comparisons for an individual shareholder with a marginal tax 
rate of 30 per cent who receives three dividends each of $70, one fully franked, one 
partially franked (to 50 per cent) and one unfranked. It highlights that when 
dividends are of the same cash value, the higher the level of franking, the higher 
the value of the dividend. Unfranked dividends have no tax credit available for the 
shareholders. The table assumes a 30 per cent company tax rate, and a 1.5 per cent 
Medicare levy. 


Table 3.2 

Comparison of dividends received in 2003/04 



Fully franked $ 

Dividend received 
50% franked $ 

Un franked $ 

Dividend received 

70.00 

70.00 

70.00 

Imputation credit 

30.00 

15.00 

0.00 

Taxable dividend income 

100.00 

85.00 

70.00 

Tax payable 

30.00 

25.50 

21.00 

Less imputation credit 

30.00 

15.00 

0.00 

Tax credit/(tax payable) 

0.00 

(10.50) 

(21.00) 

1.5% Medicare levy 

1.50 

1.28 

1.05 


Eliminating tax liability 

The amount that can be received as a fully franked dividend without incurring further 
tax liability if the shareholder's only income is from fully franked dividends varies 
according to the company tax rate and the shareholder's marginal tax rate. 
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Example 3.4 

Assume franked dividends are received. The taxable income at which point the shareholder would 
have no tax liability, only the Medicare levy, due to the imputation credit at the 30 per cent company 
tax rate for the year ended 30 June 2004 is: 

Franked dividends (30% company tax rate) (calculations rounded to whole dollars) 


$ 

Dividend received 54 324 

Imputation credit ($54 324 x 30/70) 23 282 

Taxable income 77 606 

Tax payable on taxable income 23 282 

Less imputation credit 23 282 

Tax liability NIL 


Excess imputation credits 

Individuals and complying superannuation funds are entitled to a refund for any 
unused or excess imputation credits. Prior to 1 July 2000, excess imputation credits 
were lost if there was no additional taxable income to claim the credit against. 

When calculating the amount of credits, it is important to include all other tax 
deductions and rebates. For example, some clients will have a superannuation pension 
which is a rebatable pension. The value of the 15 per cent rebate must be included in 
calculations. Example 3.5 illustrates this point. 


Example 3.5 

A client has the following income in 2003/04: 


Franked dividends $7 000 

Superannuation pension $18 000 

—rebatable part $10 000 

—deductible amount $8 000 

Taxable income: 

Franked dividend $7 000 

Imputation credit ($7000 x 30/70) $3 000 

Superannuation pension $18000 

Assessable income $28 000 

Less deductible amount of pension $8 000 

Taxable income $20 000 

Tax rebates and credits: 

15% rebate on $10 000 $1 500 

Low income rebate 235 

Imputation credit $3 ppp 

Tax credits available $4 735 

Tax payable on taxable income* $2 380 

Tax credits refundable $2 355 


* Tax payable = ($20 000 - $6000) x 0.17 = $2380 
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Question 3.4 


A client has the following income during the current financial year: 


Franked dividends 
Unfranked dividend 
Superannuation pension 
—rebatable part 
—deductible amount 
Other taxable income 


$3 500 
$1140 
$30 000 


$16 000 
$14 000 


$50 000 


a What is the client's taxable income? 
b To what tax credits and rebates, if any, is the client entitled? 

Share investment considerations 

Shares are one of the most volatile types of investments particularly in the short term. 
However in the long term shares can outperform any other asset classes and add value 
to an investment portfolio due to tax advantages like dividend imputation. 

Companies can change the dividends paid from year to year and this will affect 
both the shareholder's cash flow and the value of the shares held. Additionally, a 
shareholder's financial position might change which may alter the tax position of the 
investor. This may occur because of retirement, family breakdown or job loss. 

A possible taxation refund resulting from unused imputation credits will now be a 
consideration for self-funded retirees in selecting their investments. As imputation 
credits are no longer lost, trustees of self-managed superannuation funds paying 
allocated and complying pensions will be more willing to invest in shares and other 
products that distribute fully franked dividends. 


Share options 


Some companies issue options to raise capital by issuing new shares. An option gives the 
holder the right to buy or sell a share in the company at a pre-determined price, called 
the exercise or strike price, within one or more fixed periods of time. Once issued, 
options are quoted on the stock exchange in the same way as ordinary shares and 
investors can buy or sell options prior to the exercise date. Option prices rise or fall as 
the underlying shares increase or decrease. The change in price is exaggerated because of 
the effect of leverage. 

The leverage effect comes from the use of option premiums. Option premiums are like 
car insurance premiums—a small outlay that can reap a big return if conditions are 
suitable by the time the option expires. 

The market value of a listed option is, in reality, more complex than car insurance 
premiums. It is made up of two elements: 

■ the intrinsic value, being the current price of the underlying share versus the 
strike price of the option; and 

■ the time value, being the time the option has to run before the exercise date. 

The longer the time before the exercise date the more attractive the option is, because 
the investor still has the use of the money for other purposes. 
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When an option is not exercised by the specified exercise date, the option lapses, is 
delisted and becomes valueless. Options should not be exercised if, after taking into 
account brokerage costs, the exercise price is more than the price the share is currently 
being traded for on the stock exchange. This is because the investor would save money 
by buying through the stock exchange. If the option is not exercised, the loss is 
limited to the premium paid for the option. The option will be worthless after its 
maturity date. An investor should ensure that there are sufficient funds to cover the 
cost of exercising any options held. 


Interest-bearing and discounted securities 


Interest-bearing and discounted securities are another investment asset for a direct 
investor to provide both diversification in a portfolio of assets and a fixed source 
of income. 


Fixed interest securities 

Investors in fixed interest securities lend money to the issuer, so the investors are 
effectively investing in debt. The issuer of the fixed interest securities then provide 
periodical interest income for investors for the term of the contract. This regular 
interest payment is called the coupon. Initially they are purchased from the issuer of 
the security. Once issued they can be purchased on the secondary market from a 
former investor. On maturity the current investor is paid the principal amount of the 
loan by the issuer of the security. 

Fixed interest securities are generally considered to be a conservative and safe 
investment with low volatility. They are treated as a prime asset when establishing an 
investment portfolio for an investor. Examples include: 

■ cash on deposit; 

■ cash management trusts; 
b mortgage trusts; 

b Commonwealth Government bonds and treasury notes; 
a semi-government bonds; 
a bank bills; 

a company debentures and unsecured notes; 
b preference shares; and 
a mortgages. 

In Australia, the fixed interest securities are heavily traded with an average daily turnover 
of $8 billion. This roughly equates to 10 times that of the daily share market turnover. 

Bond values are based on changes in interest rates as determined by the market, 
monetary policy, inflation rate and business cycle. This is because when interest rates 
rise the same income stream can be bought for a smaller outlay. If the bond owner 
then wants to sell the bonds before maturity, the sale price will be less than face value 
(as already discussed in Module 2). On maturity of the bond, the investor will receive 
the full face value, and in the meantime the investor receives interest each year. 


Fixed interest securities are often considered to be low risk investments. They do, however, 
have risks attached. When current market interest rates rise, the value of existing 
long-term fixed interest securities falls and capital losses can be incurred by investors. 
These risks must be pointed out to potential investors of fixed interest securities. 
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The method used to calculate the market value or the 'price' of a bond is known as 
discounting—where future cash flows are discounted back to today's values using the 
current interest rate or yield. 

Example 3.6 shows how much should be paid for a bond. 


Example 3.6 

A bond contract pays 6 per cent each six months (i.e. 12 per cent per annum) and the principal 
amount of $100 at the end of two years. Its price is $100. If interest rates fall to 4 per cent each six 
months (8 per cent per annum), the present value of the bond needs to be calculated. 

6 months 1 year 18 months 2 years 

Future returns $6 $6 $6 $6+ $100 

Present value of future returns PV = FV / (1 + i) n 

where: 

PV = present value or price 
FV = future value or cash flows 
i = per period interest rate 
n = number of compounding periods 


PI = 6/(1 + 0.04) = $5.77 

P2 = 6/(1 + 0.04) 2 = $5.55 

P3 = 6/(1 + 0.04) 3 = $5.33 

P4 = 106/(1 + 0.04) 4 = $90.61 

Present value $107.26 


The price that should be paid for the bond has risen by $7.26 due to the fall in interest rates. 

(The present value formula which simplifies this calculation can be reviewed in Module 2.) 

As interest rates fall, the present value of each cash flow rises because each cash flow is 
being divided by a smaller number. Therefore, as interest rates fall, the price of a bond 
increases and generates a capital gain. 

The following fixed interest securities do not pay regular interest: 
b compounding debentures; 
a zero coupon bonds; and 

■ deep discount paper (where a discount exceeds 1.5 per cent of the maturity value 
multiplied by the terms). 


Effect of inflation on capital 

When advising your clients about long-term fixed interest investments, the factors 
shown in Tables 3.3 and 3.4 and Figures 3.3 and 3.4 need to be considered. In fixed 
interest investments, inflation reduces the real value of capital because there is no 
growth. In Table 3.3 and Figure 3.3, the inflation rate of 5 per cent per annum reduces 
the value of capital from $100 000 to $59 873 within 10 years. This is a particularly 
important issue to be discussed with your clients when you are advising on 
investment alternatives, particularly income streams, in retirement planning. 
Devaluation of the capital over time increases as the inflation rate increases. 
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Table 3.3 


Effect of inflation on capital (assumed inflation rate 5% p.a.) 


Principal Year 


$ 

7 

2 

3 

4 

5 

6 

7 

8 

9 

10 

100 000 

95 000 

90 250 

85 737 

81 450 

11 378 

73 509 

69 833 

66 342 

63 024 

59 873 

50 000 

47 500 

45125 

42 868 

40 725 

38 689 

36 754 

34 916 

33 171 

31 512 

29 936 

25 000 

23 750 

22 562 

21 434 

20 362 

19 344 

18 377 

17 458 

16 585 

15 756 

14 968 


Figure 3.3 


Effect of inflation on capital (assumed inflation rate 5% p.a.) 

Capital value ($) 



Effect of tax and inflation on rate of return 

In fixed interest investments, tax and inflation reduce the real return of fixed interest 
income earned. The effect is related to the level of inflation, interest rates, and tax rates. 
When advising your clients about fixed interest investments, these factors also need to be 
considered. Interest fluctuations affect all security investments, therefore it is important 
to remember interest rate risks in calculating the real rate of return on investments. 

Table 3.4 and Figure 3.4 indicate that the real rate of return from a fixed interest 
investment is positive for the lower marginal tax rates, but becomes negative at the 
higher marginal tax rates. Therefore, investors at the higher marginal tax rate should 
consider investments that are more tax effective. 


Table 3.4 

Effect of inflation and taxation on rate of return (fixed interest investment)* 


Tax rate (%) 

18.50 

31.50 

43.50 

48.50 

Interest (%) 

8.00 

8.00 

8.00 

8.00 

Tax (%) 

1.48 

2.52 

3.48 

3.88 

After-tax return 

6.52 

5.48 

4.52 

4.12 

Inflation (%) 

5.00 

5.00 

5.00 

5.00 

Real rate of return 

1.52 

0.48 

-0.48 

-0.88 


Interest rate — 8% p.a.. inflation rate — 5% p.a.. tax rates include 1.5% Medicare levy, taxation rates for year ended 
30 June 2004. 
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Figure 3.4 

Effect of inflation and tax on rate of return (fixed interest investment)* 


2.0 



Tax rate (%) 

Interest rate = 8% p.a., inflation rate = 5% p.a. f tax rates include 1.5% Medicare levy, taxation rates for year ended 
30 June 2004. 


Discounted securities 

Discounted securities are securities where an investor initially pays a lower price than the 
face value, and the principal or face value is repaid on maturity. Examples are bank or 
commercial bills, promissory notes, treasury notes and negotiable certificates of deposit. 


Bank bills 

Bank or commercial bills are used to provide bridging capital and are generally short¬ 
term securities mainly issued from 30 days up to 180 days at a discount on their face 
value. A commercial bill is a written agreement to pay the buyer a fixed amount at the 
end of the nominated period. The amount the buyer pays is calculated using the 
present value of a future amount formula (covered in Module 2). 

An investor can sell the bill into the market prior to maturity. The market price can be 
calculated using a simple interest formula: 


P = 


1+(rx 4> 


P = F x 365/(365 + n x r) 
where: 

P = market price 

F = face value of the bill (price to be paid at maturity) 
r = annual yield (expressed as a decimal) 
n = number of days to maturity 















STUDY GUIDE 


3.27 


Example 3.7 

Calculate the price on the following bank bill: 
Face value (F) = $100 000 
Number of days to maturity = 90 
Yield = 6.54% 


Using the previous formula: 


Market price = 


$100000 


f 

1 + 

v 


0.0654 x— 
365J 


$100000 

1.016126027 


$98412.99 


Investment property 


The third category of direct investment is property. Investors can select different types 
of property as investments for their portfolio, including: 

■ residential houses, units and flats; 

■ commercial offices, shops, and shopping centres; 

■ industrial factories and warehouses; and 

■ tourism and rural properties. 

Real estate is property which in most cases comprises two separate components: 

□ the land; and 

■ the building structures attached to that land. 

The economic goal of property investors is to maximise after-tax returns. Direct 
investment in real estate, such as a commercial or residential property, can produce 
both capital gains and income in the form of rent that may increase at more than the 
rate of inflation. Investments in real estate should be viewed as long-term investments 
which can fluctuate in value, but which have historically increased in value over time. 

When considering whether direct real estate investments should be included in an 
investor's portfolio, the following factors should be taken into account: 

■ the investor's personal circumstances; 

■ the investor's philosophy towards property investments; 

■ the location and type of real estate; 

■ current and future market expectations; and 

■ economic conditions including interest rates and inflation. 


Cyclical factors 

Property is subject to the same cyclical behaviour as other investments. Similar to 
shares, property values do not increase at a steady rate. The fluctuations in the prices 
of real estate are not as easily seen as in the stock market, because generally each piece 
of real estate is unique and the price is determined by demand when a particular 
property is offered for sale. Conversely, the daily newspapers report the previous day's 
prices of shares listed on the stock market. In the past, real estate investments have 
increased in price and provided owners with substantial capital gains, especially 
during times of high inflation. In periods of lower inflation, investors in property 
have experienced low growth, no growth, or even negative growth. 
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Supply of properties available for rent and demand by tenants for space in particular 
market segments move the property market from boom to recession. When there is an 
under-supply, rents increase, so more investors are attracted to invest. When demand 
exceeds supply, the market price of existing investment properties may exceed the cost 
of constructing new properties. It is during this boom period that additional properties 
are constructed. The length of the construction period can result in a contract being 
made during a boom time, however, the property market may have moved into 
recession by the time construction is completed. 

The problem occurs when the recession arrives and there is an over-supply, but it is 
not easy for the number of properties to fall at that time, because they are already in 
existence, so instead rentals fall and vacancies increase. Where demand for rental 
property is reduced due to a downturn in the economy, vacancy periods before 
reletting may be longer. Alternatively, factors outside the control of the investor may 
reduce demand. For example, the demand for rental property on the Gold Coast was 
adversely affected some years ago by a prolonged pilots' strike. Any of these factors 
can cause the capital value of the real estate to fall. 

Heavy emphasis is placed on the use of gearing in real estate investments—'the lower 
the amount invested, the more there is to be made out of it'. This is true in times of 
inflation, but there is also much more to lose. Gearing is covered Part F of this module. 


Features and risks of real estate investments 

The features of good quality real estate investments are: 

n regular cashflow in the form of periodic rent; 

□ potential appreciation in value over time; 

■ a hedge against inflation and, on sale, profit can be taxed under the concessional 
capital gains legislation; 

■ possibility of favourable rezonings; 

d possibility of withdrawing capital gains from a property without disposing of it by 
refinancing the property, because a mortgage up to a high percentage of its value 
can be secured against good quality property, and provided that these funds are 
used to make further income-producing investments, interest will be deductible; 

■ special tax deductions on newer buildings provide a non-cash expense to reduce 
taxable income, but not cash flow; and 

□ increased return through use of gearing. 

The risks attached to real estate investments are: 

□ investigating real estate alternatives requires knowledge, time, and often money; 

□ high entry costs mean an investor may need to borrow a substantial part of the 
investment, magnifying both the return and the risk (discussed in Part F of 
this module); 

□ relatively slow marketability, depending on the property and its location; 

a vacancies being higher and rent being lower than anticipated; 

□ losses from bad debts; 

a varying local and world economic conditions; 

n inflation and inflationary expectations; 

a difficulty in predicting costs of the investment accurately—increases in interest 
rates, unexpected repairs and maintenance costs, costs and expenses incurred to 
comply with orders from councils and other authorities, can all result in a lower 
return than estimated, or even a negative return; 

■ paying more than a property is worth as an investment; 

■ fluctuations in real estate price values; 

□ interest rate fluctuations; 



STUDY GUIDE 3.29 


■ devaluation during ownership caused by external factors such as rezonings or a 
freeway construction nearby; 

■ compulsory acquisition by a government authority; 

■ the possibility of legislation which is detrimental to property owners, such as rent 
control or increased tenants' rights; 

■ difficulty of converting property to cash because of its illiquid nature; 

■ risk of fire sale if you have to sell in an emergency; and 

■ damages caused by tenants which are not recoverable. 


Capital values 


Many different factors influence the value of land. These include features such as 
whether it is flat or sloping, whether it offers views or proximity to a large metropolitan 
area and public transport, whether roads are made and services such as electricity, gas, 
water and sewerage are connected, and zoning. 

These and many other factors must be taken into account when calculating a fair price 
to pay for income-producing property. Capital values are a factor of interest rates and 
rent. In addition, gross and net return on investment, suitability of location for a 
particular use, potential for growth, age and condition of the property, cyclical 
behaviour of other markets, and over-supply or under-supply all need to be considered. 

Another complicating factor in real estate is that potential purchasers of any given 
property can be either investor-owners or owner-occupier owners. These groups 
have their own, often different, view of the value and requirements for a particular 
property. Owner-occupiers are not interested in the yield, so where there is a 
large demand from owner-occupiers, yields may be below those required by an 
investor-owner. 

It is sometimes difficult to compare yields on a particular piece of real estate with 
other real estate properties or alternative investments, or to calculate the price to pay 
for a property. Various ratios, such as the gross income multiplier or the capitalisation 
rate, can be used as illustrated in Example 3.8. 


Example 3.8 


The following figures relate to an investment flat after expenses but before depreciation and interest: 


Cost of investment 
Gross annual rent 
Net annual rent 


$120 000 
$12 000 
$9 000 


Gross annual rent 


Gross income multiplier 


Cost of investment 


$12000 

$120000 


xlOO = 10% 


Capitalisation rate 


Net annual rent (before depreciation and int erest) 
Cost of investment 


$9000 


xlOO = 7.5% 


$120000 
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The capitalisation rate (or rate of return) can be used to compare the property being 
considered with: 

■ similar properties; and 

■ alternative investments such as listed shares and bonds. 

The return on all types of properties can be expressed as; 

Internal rate of return (IRR) = Income (% pa) + Capital growth (% pa) 

Net present value and internal rate of return provide useful comparisons in choosing and 
ranking real estate alternatives. Calculations are complex and were covered in Module 2, 
which you may wish to review at this time. 


Property tax deduction claims 


More so than for most investments, there are a variety of tax deductions which can be 
claimed for income-producing investment properties. When an investor buys a 
property with the intention of renting it to tenants, the investor is entitled to a 
deduction for interest, rates, borrowing expenses, depreciation, insurance and other 
sundry charges. This applies where the property is: 

□ in an income-producing, lettable condition; and 

□ not used for gaining assessable income for a significant period but it is clear that 
during the whole of that period the investor's intention was that it would, in the 
future, be used exclusively in the production of assessable income. 

Various allowable tax deductions and additional rules which apply to property are 
discussed below. 

Interest payments 

As with all income-producing assets, interest is generally an allowable taxation deduction 
when the purpose of the loan is to produce assessable income. This is discussed in more 
depth later in this module when we examine negative gearing. 

Borrowing expenses 

Expenditure incurred in borrowing money is normally a capital expenditure, but 
under s. 25-25 of the ITAA 1997 (formerly s. 67 of the ITAA 1936): 

■ when expenses do not exceed $100, the whole of the expenditure incurred is 
allowable as a deduction in that year; or 

■ when costs are $100 or more, a proportion of the expenditure incurred in 
borrowing money for the purpose of producing assessable income is allowed as an 
income tax deduction over the lesser of: 

■ the period of the loan, or 

■ over five years on a time-apportioned basis. 


Example 3.9 


Borrowing costs relating to a 10-year loan made on 1 April 


$1 000 
$50 


First year claim (year 1) 

Claim for next four years (years 2,3, 4 & 5) 
Final year claim (year 6) 


1/4($1000 + 5) 

$1000-5 

3/4($1000-5) 


$200 each year 
$150 


Example 3.9 illustrates the key point that expenses incurred in obtaining the loan 
should be spread over five years or the term of the loan, whichever is the shorter. 
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When a loan is repaid early, and some of the costs of borrowing have not been claimed, 
the balance can be claimed in the year the loan is repaid. 

Borrowing costs include: 

■ legal expenses associated with the mortgage documents; 

■ valuation fees, establishment fees, registration fees and survey fees incurred; 

■ stamp duty payable on the mortgage documents; and 

■ any other costs incurred in arranging the loan. 

Section 25-30 of ITAA 1997 (formerly s. 67A) allows a deduction for discharge of 
mortgage expenses. 

Capital write-off claims 

A tax deduction can be made for part of the cost of certain capital works which 
provides a non-cash expense to reduce taxable income under Division 43 of ITAA 1997 
(formally Division 10C and 10D). The availability of the claim should be factored in 
when comparing the return from real estate investment alternatives. 

Annual write-off commencement dates for construction varies. The write-off dates 
for short-term traveller accommodation commenced 22 August 1979, non-residential 
income-producing buildings commenced 22 August 1982, and residential income- 
producing buildings commenced 18 July 1985. 

No wnte-off is allowed for buildings where construction commenced prior to these dates. 

The annual write-off incentive percentages which can be claimed as an allowable 
deduction each year on income-producing buildings are shown in Table 3.5 


Table 3.5 

Allowable deductions on income-producing buildings 


Type of construction 

Between dates 

Rate (%) 

Years 

Short-term traveller accommodation 

22.8.79-21.8.84 

2.5 

40 


22.8.84-15.9.87 

4.0 

25 


16.9.87-26.2.92 

2.5 

40 


27.2.92- 

4.0 

25 

Non-residential income-producing buildings 

20.7.82-21.8.84 

2.5 

40 


22.8.84-15.9.87 

4.0 

25 


16.9.87- 

2.5 

40 

Research and development buildings 

21.11.87- 

2.5 

40 

Eligible industrial activity 

27.2.92 - 

4.0 

25 

Income-producing structural improvements 

27.2.92- 

2.5 

40 

Residential income-producing buildings 

18.7.85-15.9.87 

4.0 

25 


16.9.87- 

2.5 

40 


Source: Adapted from Taxpayers Australia (1999), 1999 Tax Summary , Taxpayers Australia, East 
Kew, Vic., p. 378 
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The write-off period of a construction begins on the day on which the building was 
first used for any purpose after completion of construction and ends on the 25th or 
40th anniversary, as the case may be, of that date. 

If construction commenced after 26 February 1992, the deduction rate can change. 
This occurs when the building use changes. Annual deductions are then calculated at 
4 per cent or 2.5 per cent, whichever is applicable at a particular time for a particular 
use, until exhausted (that is, deductions cannot exceed the cost of construction). 

The actual and intended use of the capital works must be also be considered. Both of 
the following 'use' tests must be satisfied before a capital works deduction is available: 

■ the capital works must actually be used in a deductible way in the income year in 
which the deduction is claimed; and 

■ for pre-1 July 1997 works only, the capital works must have been intended for use 
for specified purposes at the time of completion. 

Other special features of the capital write-off allowance are as follows: 

■ Deductions are only available for periods in which the building is used or 
available for use for eligible income-producing purposes. Proportionate part-year 
deductions are allowed in the first and last years. 

■ If ownership of the building changes, the residual entitlement transfers to the 
new owner. 

□ Where work carried out on income-producing property cannot be claimed as a 
repair because it is an improvement, it is eligible for write-off. 

■ Should a building be extended at a later date, entitlements do not merge but are 
calculated separately. 

n Deductions are not available to the extent that the building is used as a person's 
own residential accommodation. 

By way of example, Donald completes a construction that costs $100 000 in 1991. 

Donald occupies the building for two years as his personal residence. He then leases it to 
tenants. No deduction is available for the two-year period in which Donald used the 
property as his residence. From the third year, however, 2.5 per cent of the cost of 
construction, that is, $2500, can be claimed as an annual tax deduction for the remaining 
38 years or shorter period if the building is used for income-producing purposes. 


Capital write-off and asset disposal 

A major advantage of the capital write-off allowance is that when an asset which was 
acquired before 7.30 p.m. 13 May 1997 is sold, its cost base to ascertain a capital gain 
is not reduced by the amount of the annual write-off that has been claimed. Any annual 
write-off claimed as a deduction for assets acquired after 7.30 p.m. on 13 May 1997 
will be indexed and deducted from the indexed cost base. 

If an eligible building is destroyed or demolished during the limitation period, being 
up to 40 years, an additional deduction can be claimed provided that immediately 
before the destruction the building was being used for eligible income-producing 
purposes. This deduction is calculated as: 

Written-down value of the building - Salvage or insurance recoveries 
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Example 3.10 


An investor constructs a factory for the cost of $1 000 000. The factory was first used on 1 July 1990 
and burnt down on 1 July 1998. 


Written-down value $1 000 000 - (8 x 2.5% x $1 000 000) 
Net insurance recovery 

Additional allowable deduction 


$800 000 
$700 000 

$100 000 


This deduction is in addition to the $200 000 (8 x 2.5% x $1 000 000) which has already been 
claimed as a capital write-off allowance on the building. 

Deduction for decline in value of depreciating assets (formally depreciation) 

The uniform capital allowance (UCA) system allows rental property owners to work 
out a deduction for the decline in the value of depreciating assets using either the 
prime cost or diminishing value method. Both methods are based on the effective 
life of an asset. 

The effective life of a depreciating asset is how long it can be used for any purpose 
expressed in years. In determining whether various rental property items are 
'depreciable assets', the owner will need to consider whether or not the items are an 
integral part of the structure of the premises. If they are, the items are not depreciable 
and are considered as part of the 'setting of the income earning activity'. This principle 
was first established in the case 11/97 ATC 173 and was more recently upheld by the 
AAT in its decision of Woodward v. FC ofT (2003). 

Repairs 

Repairs, such as repainting, fixing leaks, electrical repairs, replacing broken fences and 
windows are tax deductible, but repairs carried out before the property is let or shortly 
after purchase may be disallowed on the basis of being initial repairs. 

Capital improvements to the property are not deductible repairs, but they may be 
subject to the annual write-off previously discussed. 

Lease costs 

The cost of preparing, registering and stamping a lease is an allowable deduction under 
s. 25-30 of ITAA 1997, when the property is being used for income-producing purposes. 

Other expenses 

Insurance premiums are deductible if they cover the building or its contents. 

Commissions and management fees are deductible, as are rates, land tax, certain legal 
costs such as those required to eject a rent-defaulting tenant or to investigate the 
credit worthiness of a prospective tenant. 

Travel deductions are normally deductible when incurred in: 

■ collecting rent; 

■ maintaining and repairing the premises; 

■ preparing the property for incoming tenants; and 

■ inspecting the property at the completion of tenancy. 
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In FC ofT v. Green (1950) 9 ATD 142, the costs of travel incurred by a Brisbane company 
director to inspect and supervise his rent-producing shops in North Queensland were 
held deductible. However, cost of travel to inspect a rent-producing property prior to 
purchase would not be deductible because it is part of the capital cost. 

Other items which are allowed include costs of advertising for tenants, bank 
charges, cleaning, gardening, postage, stationery, telephone, and so on to the extent 
that they relate to the derivation of income. 

Apportionment 

When only part of the property is rented to tenants these items should be apportioned, 
usually according to the total floor area occupied. When rent was paid into a joint 
account and expenses relating to the property were paid out of the same account in 
Case Q35 83 ATC 154, it was held that notwithstanding that the investor was the sole 
income earner and that there were private arrangements as to claiming for losses, the 
investor could not claim more than 50 per cent of the losses. 

Arrangements wherein taxpayers lease properties to relatives for nominal or favourable 
rentals and claim substantial deductions for outgoings have, in some circumstances, 
been viewed as non-commercial transactions. A transaction is more likely to be 
accepted as genuine if: 

□ a formal lease document is prepared; 

□ the rent is paid on an arm's length basis; 

□ rent is physically paid over; 

a the lessor has had experience with other rental properties; and 
■ there is no moral or social obligation to subsidise the tenant. 

In Case R80 84 ATC 545, it was held that when a house was rented on a 
non-arm's-length basis for a nominal rent, it was purely a family arrangement with no 
tax consequences. Further, even if the notional rent was assessable, any deduction for 
expenses would be limited to the amount of Tent' received. 

Reading 3.1 'Solving that age-old question: Are shares better than propertycompares real estate 
and share market investments. Read this now. 

Think about the taxation and long-term benefits and costs of each investment type. 
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fart C: Managed investments 


Rather than directly investing by themselves, some investors prefer to have their 
investments managed for them. This section explains what a managed investment is 
and discusses different types of managed investments available in Australia. 


What is a managed investment? 

A managed investment is one in which money or property is deposited with an 
investment manager and managed on the investor's behalf. Managed investments are 
known as pooled investment vehicles. The investor's money is pooled with other 
investors' money in the fund, and assets are bought with the invested money in the 
name of the fund. The investor does not control how the money is invested, but has 
a legally enforceable right to the income or profits derived from their share of the 
pool of money. 

An example of a managed fund is a share trust. Share trusts allow investors to 
participate in the share market in a selected portfolio of shares without purchasing 
shares directly. 


Advantages of managed funds 

Whilst there is always a place for direct investments, managed funds provide an 
alternative for most investors who are inexperienced, who are unable to access 
necessary research information or are unable to analyse that information, or who 
simply do not have enough time. Professionally managed funds have advantages over 
direct investments, and these include: 

■ cost efficiency direct investments generally have higher transaction and stamp 
duty costs than a managed fund's management fees; 

■ diversification, even with a relatively small investment; 

■ administrative simplicity in that the investor does not have to deal with the day- 
to-day problems of a direct investment; 

■ greater liquidity funds can usually be accessed in full or part within days, 
whereas direct investments may not be as readily realisable; 

■ flexibility to adjust a portfolio without incurring new entry fees and brokerage charges; 

■ reinvestment of income facilities, often at reduced entry fees; 

■ regular investor reports and annual taxation statement prepared by experts 
and specialists; 

0 the opportunity to invest smaller amounts of additional money when it 
becomes available; 

■ access to experienced professional investment managers; and 

■ access to products which may not normally be used by direct investors, for 
example options, futures, swaps. 


Disadvantages of managed funds 

The following may be seen as disadvantages of a managed fund investment: 

■ loss of control over decision making—a client has no control over the day-to-day 
decisions, instead these are left to the fund manager; 

■ pooled funds mean investors can not select particular assets; 

■ a fund s risk profile may change over time and become inappropriate for an investor; 

■ ongoing asset management fees and charges may be high; and 

■ it may be difficult to ascertain manager profile and philosophy. 
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Distributions received by investors 

There are various components of distributions which are received by investors from 

their managed investments. These include: 

■ Australian income: All income earned in Australia by a fund; includes net interest, 
dividend payments and other profits but excludes unrealised capital gains. 

■ Imputation credits: Imputation credits received by the fund are distributed to 
investors and may reduce the investor's tax liability on assessable income received 
from the fund. 

■ Realised capital gains: The net gains made on the sale of an investment are 
subjected to capital gains tax rules. Any realised capital losses from investments 
may be used to offset the capital gains from other investments in the same year or 
carried forward and offset against capital gains in future years. 

■ Tax free and tax deferred distributions: Tax-free and tax-deferred distributions from 
trusts are non-assessable. However, the amount of tax deferred income reduces the 
indexed cost base of the units in the trust and tax-free income reduces the cost 
base of units in determining a capital loss. 

■ Foreign source income: Dividends paid from foreign companies to Australian 
residents form part of assessable income. Foreign tax credits occur when dividends 
are subject to withholding tax by the foreign country. Foreign tax credits must be 
added back to foreign income to determine assessable income. They may only be 
offset against foreign income. Any unused foreign tax credits may be carried 
forward and offset against foreign income in future years. 


Broad categories of managed investment products 


Financial deregulation, the growth in cash management trusts, and increased 
accessibility to the share and property markets have resulted in the growth of managed 
investment products. Broadly, managed investment products can be categorised as 
capital guaranteed, capital secure and market linked (capital growth). 


Capital guaranteed investments 

Capital guaranteed investments are those in which the dollar value of the investment 
is guaranteed not to fall below the original amount invested. The managers of capital 
guaranteed investment products generally declare an earnings rate at the end of each 
financial year and the earnings are subsequently guaranteed. 

The potential investor should investigate the nature of any guarantee being offered. 
Normally only life offices or international banks with large funds in reserve can offer a 
true capital guarantee. 

Funds of this type invest primarily in government and semi-government bonds and 
high credit quality fixed interest securities. Although capital guaranteed funds 
traditionally provide a high degree of security, their performance and return may not 
be as high in the long term as market-linked investments. 


Capital secure investments 

Although no guarantee is offered, capital secure or stable investment products are 
generally invested in similar areas to capital guaranteed products—government and 
semi-government bonds, fixed interest securities and so on. In addition, capital secure 
products invest in other low risk investments such as first mortgages and property. 
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Some fund managers offer capital guarantees when their products should more 
correctly be classified as capital secure. For example, an investment manager may 
advertise that some of their products are capital guaranteed on the basis that their 
investment portfolios are restricted to government and semi-government securities. 
The fact remains, however, that a mismanaged portfolio of government securities 
could still produce losses to the extent that there may be insufficient reserves to 
honour guarantees in the event of excessive early withdrawals. 


Market-linked investments (growth) 

Market-linked investment products are those through which most funds are exposed to 
the equity markets. Through their susceptibility to sharemarket fluctuations, market- 
linked investments are more likely to exhibit volatile performance characteristics than 
capital guaranteed or capital secure investments. 

The share market can be subject to dramatic fluctuations. However, historically every 
market downturn has been followed by an upswing in which share prices have surpassed 
previous values. It is not a question of ‘if but ‘when’ the upswing will occur, and investors 
face the decision of whether their funds are invested for sufficiently long periods to reap 
the potentially higher long-term returns available with market-linked investments. 

Market-linked investments are variously termed either balanced funds or growth funds. 


Balanced funds 

A balanced fund will have more or less an equal spread of investments over property, 
fixed interest, shares and a lower amount in cash. This type of fund is usually invested 
in the full range of asset types with the objective of achieving a sustainable growth in 
the value of the amount invested. The focus of the fund is on diversification and 
risk control. 

Growth funds 

A growth fund will have more invested in 'growth' type assets such as property and 
shares with higher growth funds having a high proportion of shares compared to 
other asset types. This fund is more growth oriented and less diversified and, therefore, 
higher risk than balanced funds. 


Index fund investments 

Investment in a managed fund that is an index fund is an alternative to investing in a 
managed fund where the fund manager picks the individual underlying assets of the 
fund in an attempt to outperform the relevant market index. 

An index fund is designed to comprise a portfolio that closely tracks the investment 
returns of the assets making up any one of a number of indexes. Unlike active fund 
managers that attempt to outperform the relevant market index through market 
timing and stock selection (an active manager), an index fund manager will make no 
attempt to analyse which shares, bonds or other securities are likely to go up or down 
in value. Instead, they simply build a portfolio that comprises all, or in the case of 
very broad indexes a representative sample, of the assets in an index. 

The emphasis of an index fund is on broad diversification within a specific index and 
low portfolio turnover through what is known as a 'buy and hold' approach. 

The fees for index funds are generally lower than market-linked funds. 
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Ethical funds (socially responsible investments) 

These types of funds generally invest in a diversified range of socially responsible 
organisations. 

Socially responsible companies are those that focus on preserving a stable ecological 
system and ensuring the safety and welfare of the societies in which they are active. 
By actively implementing measures that take account of their use of natural and 
human resources, they reduce waste and pollution, protect human rights, support 
human development and promote the sustainable use of world and human resources. 

Table 3.6 provides a summary of investment choices for a managed lump sum fund. 


Table 3.6 

Selection A: Diversified funds 


A diversified investment is achieved by investing across the main asset classes. 


Investment type 

Investors' objective 

Level of risk 

Investment 

time frame 

Investment returns 

Investment units 

High and consistent returns from a diversified 
investment by accepting moderate short-term 
fluctuations 

Moderate 

Medium to long 
term (3 to 7 years) 

Potential for high 
returns over the 
medium to long term 

Capital secure units 

Relatively stable, diversified investment by 
accepting some short-term fluctuations 

Low to 

moderate 

Medium to long 
term (3 to 7 years) 

Potential for high 
returns over the 
medium to long term 

Selection B: Choosing your own asset mix 




Investors can invest in a particular asset class to determine their own mix of assets. 



Investment type 

Investors' objective 

Level of risk 

Investment 

time frame 

Investment returns 

Australian share 
units 

To benefit from investment in Australian shares 
by accepting considerable short-term 
fluctuations 

High 

Long term (5 to 7 
years) 

Potential for high 
returns over the long 
term 

International share 

units 

To benefit from investment in share markets 
around the world by accepting considerable 
short-term fluctuations 

High 

Long term (5 to 7 
years) 

Potential for high 
returns over the long 
term 

Property units 

To achieve significant long-term capital growth 
from investment in property markets by 
accepting some short-term fluctuations 

Moderate 

Medium to long 
term (3 to 7 years) 

Potential for moderate 
returns over the long 
term 

Australasian bond 

units 

To benefit from investment in Australasian fixed- 
interest markets by accepting some short-term 
fluctuations 

Moderate to 
high 

Medium to long 
term (3 to 7 years) 

Potential for moderate 

returns over the 
medium to long term 

Global bond units 

To benefit from investment in global fixed- 
interest markets by accepting some short-term 
fluctuations 

Moderate to 
high 

Medium to long 
term (3 to 7 years) 

Potential for moderate 

returns over the 
medium to long term 

Deposit units 

To achieve a higher interest rate over a short 
term by taking low risks 

Low 

Short term (1 to 3 
years) 

Slightly higher returns 
than 'at call' bank 


account 

Source: Adapted from BT Lump Sum Fund (1995), Information Booklet: New Investment Choice , BT, Sydney, 
February, p. 4. 






STUDY GUIDE 3.39 


Types of managed investments 


In addition to the broad generic categories of managed investments, some specific 
types of managed investments are discussed below. 


Money market accounts 

This investment places funds in the short-term money market, which trades in short¬ 
term government and bank securities. Money market accounts earn income and often 
have 24-hour call facilities so that the account can be used in the same way as a bank 
account for deposit and withdrawal purposes. A money market account can be used as 
a first source of funds to meet daily expenses, and is highly secure. 

Money market accounts offer no capital growth but generally pay a higher interest 
rate than bank deposit rates. The income is fully taxable. Annual management fees 
are payable. 


Unit trust investments 

In its broadest sense, a unit trust is an investment vehicle which allows investors to 
pool their money with the objective of earning a greater return. Investors can plan to 
receive income and/or capital growth over the short term, medium term and/or 
long term. 

Until the Managed Investments Act 1998 (Cwlth) commenced, generally the three 
components of a unit trust were: 

■ the trustee —ensures the legal operation of the trust complies with the trust deed; 

■ the management company —establishes and manages an investment portfolio within 
the terms of the trust deed in order to achieve the objectives of the trust; 

■ unit holders— individuals who purchase units in the trust to participate in the 
capital growth and income of the trust's assets. (Note that a fall in the capital 
value of the investment portfolio will reduce the unit value.) 

However, following the commencement of the Managed Investments Act, 
amendments to the Corporations Act 2001 (Cwlth) introduced the concept of a single 
responsible entity (SRE) to operate managed investment schemes, replacing the role of 
trustee and management company. The requirement for each managed fund to be 
established by a trust deed was also replaced with the requirement that they each 
have a constitution. 

While the Corporations Act no longer recognises managed funds as unit trusts as such, 
the responsibilities of the SRE are similar to those formerly the responsibility of the 
trustee and the management company. Similarly, the constitution now has the same 
role as a trust deed formerly had in relation to each managed fund. 

Units are always of equal value and can generally be redeemed on short notice. 

In general terms, unit holders in listed and unlisted unit trusts have similar rights t 
shareholders in companies. In a unit trust, however, the SRE is interposed between th 
unit holders and the management company or the fund manager. Initial units ar 
usually offered via a prospectus 


Figure 3.5 illustrates how a unit trust works 
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Figure 3.5 

Operation of a unit trust 



Asset-specific funds 


Unit trusts are formed with differing investment objectives. Some examples are 
discussed below. 


Cash management trusts 

The most liquid unit trust is a cash management trust. Cash management trusts mainly 
invest in the short-term money market and in liquid government and bank-backed 
securities. They are safe investments but do not provide any capital growth, and the 
income is fully taxable to the unit holder in the year it is earned by the cash 
management trust. 
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Bond trusts 

Bond trusts invest in interest-paying securities which are issued or guaranteed by 
Commonwealth, State or local Government or by semi-government bodies. Some bond 
trusts also invest in bonds and securities issued by overseas governments and their semi- 
government bodies. The added variable of currency fluctuations and overseas interest 
rates can increase the return but can also increase risk. 

Asset values are based on changes in interest rates. This is because when interest rates 
rise the same amount of income stream can be bought for less. Therefore, if bonds are 
sold before maturity and interest rates have risen, the sale price will be less than the 
face value. Conversely, if interest rates fall, the same income stream will cost more, 
and the sale price will be greater than the face value. Units are valued regularly where 
the unit price reflects the capital growth or loss regardless of whether the units are sold. 


Mortgage trusts 

Mortgage trusts invest mainly in larger mortgages and generally lend money to 
property owners—who may be developers, or investors—at a fixed interest rate for a 
specified time period. First mortgages are usually comparatively secure, low-risk 
investments. This is because first mortgages are secured on the property itself and 
usually limited to about 70 per cent of the valuation of the property. Investors earn 
regular income from the interest payments on the loan. If the mortgagee defaults, 
penalty interest is charged, and the property is sold so that the debt is recovered. 

There is a risk that if values fall below the outstanding mortgage level, and a property is 
unsaleable, the debt will not be fully recoverable and the mortgage trust also becomes 
illiquid. A well-managed mortgage trust should limit its exposure to each borrower and 
spread its portfolio geographically and diversify across different types of property. 

A mortgage trust should provide a regular income. When lending is properly controlled, 
it also provides capital security due to the first mortgages over real estate. A mortgage 
trust investment could be suitable for a retired person requiring a reliable, regular 
income to supplement superannuation or pension income. Because the income is fully 
taxable in the year earned, mortgage trusts may appeal to people on a low marginal rate 
of tax. Some unit trusts charge investors high exit fees in the short term to encourage 
long-term investing. 


Equity trusts 

Equity trusts specialise in share investments. The asset backing is calculated by adding 
together the market prices of the shares in a trust's portfolio and dividing this total by the 
number of issued units. Equity trusts can be volatile, but they are relatively liquid, 
provide income from the dividends they receive and have the potential for capital 
growth. An equity trust may also be tax effective because imputation credits are 
earned from franked dividends. 


Property trusts 

Listed or unlisted property trusts allow indirect investment into property. In the early 
1990s some unlisted property trusts collapsed. This was caused by their overexposure 
to commercial property which fell sharply in value. The problem was that some trusts 
allowed investors to cash in their units virtually at call. A run on redemptions led to a 
cash crisis because of the illiquid nature of property trust investments. This run led to 
a freezing of redemptions of units in unlisted trusts and stringent rules being imposed 
on unlisted trusts. Following this crisis, some previously unlisted funds converted to 



3.42 


STUDY GUIDE 


listed funds, so that instead of the fund manager being required to buy back units, 
investors could sell their units via the Stock Exchange to other investors. Unlisted 
trusts now have minimum redemption periods and are required to maintain minimum 
liquidity levels. 

A more liquid alternative to an unlisted trust (or direct property investment) is a 
property security fund (PSF), which is a 'trust of trusts' that diversifies investments 
into listed property trusts and at times into property-related companies. The diversity 
can be across commercial, industrial and retail property investments, and may be 
skewed towards income or growth units. The liquidity problem of unlisted trusts is 
eliminated, because the underlying assets held by a PSF can be more readily sold on 
the Stock Exchange. The assets of an unlisted trust are regularly reviewed by 
independent property valuers, and these values determine the unit price. 

Listed units are subject to the market forces of the Stock Exchange and they fluctuate 
in price in the same way as shares and diversified trusts. The average annual returns 
from property trusts have been similar to returns from shares over the last 20 years. 
The income distribution from property trusts has been around 8 to 9 per cent over 
that period. This higher level of income distribution results in lower levels of volatility 
for property trusts than shares. 

When selecting a property trust, the fund manager's record and the asset mix of the 
portfolio should be evaluated. 


Master trusts 

Master trusts have evolved to improve diversification, monitoring of investments, 
ongoing reporting and taxation services and flexibility. Master trusts have a trustee 
and a manager similar to other trusts. The trustee ensures that the manager abides by 
the trust deed by holding title to trust assets. The administration costs can be offset by 
accessing wholesale investment products. 

Some master trusts offer a broad range of investment products to choose from. 

These investments can be direct investments or unit trust investments depending on 
the trust deed. Any income derived from these investments are credited to the 
investor's account in the master trust. 

Advantages 

□ Investment administration is under one umbrella. 

■ Computerised management of portfolios and all paperwork is taken care of. 

■ Client's risk profile and income needs dictate investment decisions. 

□ Access to cost effective wholesale funds. 

■ An investor can own individual assets within the trust. 
m Easy to implement investor's decisions. 

■ Consolidated taxation and performance reports. 

■ Professional management, one administrator controls investment into a wide 
range of funds. 

n Wide selection of funds by asset sector and fund managers. 

Disadvantages 

b Large withdrawals may impact adversely on funds. 
b Structure may not be appropriate for a small investor, 
a No uniform provision of prospectuses and investment details, 
a Lack of adequate funds/liquidity to ensure continued response to client needs, 
a Insecurity regarding timely implementation of client orders. 
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■ Concern regarding lack of clarity about who owns the investments. 

■ Lack of uniformity of standards of reporting and administration systems. 

■ Costs and fees can be high. 

Wrap accounts 

Wrap accounts have emerged as a new growth product in the financial industry. 

Wrap accounts and master trusts are very similar in providing securities administration 

services. Both products simplify the investment process and help investors in selecting 

and managing their investment portfolios with consolidated reporting. The main 

characteristics of wrap accounts include: 

■ Cost: Wrap accounts have 0.5 per cent to 1 per cent per annum lower costs in 
ongoing fees and wholesale manager fees than master trusts. Increased 
competition between wrap accounts and master trusts will lower the costs for 
investors and financial advisers. 

■ Ownership: Investors have beneficial ownership of the securities and the wrap 
account administrator acts in a custodial capacity for them. This enables investors 
to have a broader range of investments and portability where the investments can 
be transferred in and out of wrap facility or into their names without realising any 
capital gains since the beneficial ownership does not change. 

■ Reporting: Comprehensive half-yearly reports are provided to investors. Wrap accounts 
provide necessary transaction summaries to financial advisers who can then prepare 
reports to their clients. 

a Benefits to investors and advisers: Wrap accounts offer electronic online 

administration and transaction facilities which ease ongoing investment portfolio 
maintenance and preparation of tax returns in the end of financial year. 


Investor directed portfolio services 

ASIC has released Policy Statement 148 Investor Directed Portfolio Services (ASIC 2000) 
which seeks to regulate investor directed portfolio services (IDPS). IDPS are services for 
acquiring and holding investments that involve arrangements for the custody and 
consolidated reporting of investments. There will generally be a menu of investments 
from which the investor, with the aid of an adviser if desired, can make their 
investment decisions. Master funds and wrap accounts are regarded as an IDPS 
(ASIC 2000, PS 148.5). 

Operators of an IDPS are obliged to 'make sure that clients investing through the IDPS 
receive the same disclosures as they would receive if they were investing directly', and 
'provide clients with quarterly reports of their transactions and holdings or provide 
them with continuous electronic access to this information' (ASIC 2000, PS 148.7). 

Operators of an IDPS must give retail clients a product disclosure statement (PDS) 
which meets the requirements of Policy Statement 148 (ASIC 2000, PS 148.43-148.49). 
This PDS should be tailored to the particular services provided through the IDPS and 
should contain specific fee disclosures. 
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Rollover products 


This module briefly discusses rollover products. Rollover funds are covered more fully 
in Module 4, and the taxation of eligible termination payments (ETPs) on withdrawal 
from a rollover fund is covered in Module 6. 

The major difference between superannuation and other investments is 
superannuation's longer time horizon and, usually, its lack of accessibility. 
Superannuation, designed to provide retirement income, offers tax incentives which 
are the payoff for lack of accessibility. 

Fund types are similar to those for other managed products and can be broadly 
categorised as: 
b capital guaranteed; 

□ capital secure; 

□ balanced; and 

□ market linked. 

When a person leaves a job, the superannuation lump sum or redundancy payments 
can be placed in a parking fund. A person eligible to receive an ETP may alternatively 
roll it over directly into a complying superannuation fund, complying approved- 
deposit fund or a deferred annuity contract with a life office. 

Superannuation funds 

Superannuation funds can receive contributions and ETPs. An ETP can either be held 
in the complying superannuation fund where it has accumulated, or be rolled over 
into another complying superannuation fund or other rollover vehicle. 


Approved deposit funds 

Approved deposit funds (ADFs) were established solely as investment vehicles for ETPs. 
The taxable income of a complying approved deposit fund is taxed concessionally at 
15 per cent. ADFs have been set up and managed by friendly societies, life insurance 
companies, banks, building societies, credit unions, fund managers and trade unions. 
Note that an ADF cannot pay a pension or annuity to investors, but a superannuation 
fund can. The investment must be repaid as a lump sum or as two or more lump sums. 

Withdrawal of all deposits and interest must occur before age 65. 


Deferred annuities 

The main difference between an ADF and a deferred annuity (DA) is that the money 
that is rolled over into the deferred annuity can later be withdrawn as regular payments 
similar to a pension. The deferred annuity operates as an investment fund from which 
the investor has the option of taking the money as a lump sum. The taxable income of 
complying deferred annuities is taxed concessionally at 15 per cent. 

Deferred annuities are operated by life insurance companies and friendly societies. 


Income streams 

ETPs can also be rolled into income streams, such as superannuation pensions, 
immediate annuities, allocated annuities and pensions. These are discussed in Module 6. 



STUDY GUIDE 3.45 


Insurance boisBs mi frienlf sociiefy BmdiuHs 

Life office bonds 

Life office insurance bonds are investment policies, backed by investments within a 
life office statutory fund. They have a nominal term of 10 years, although in practice 
this can be extended or reduced. 

Life office insurance bonds are governed by the Life Insurance Act 1995 (Cwlth). 

The managers of these bonds are not required to establish a trustee or register a trust 
deed. These bonds are generally unitised investments. A major feature of life office 
bonds is the tax concessions available to investors. 

Withdrawals from a bond investment at any time within the 10-year period are classified 
as being composed of income and capital. Investors include the income component in 
their assessable income and receive a tax credit on the income component of their 
withdrawal from their life office bond investments. The capital is returned tax free. 

In the ninth and tenth years, two-thirds and one-third respectively of the accumulated 
bonuses on the bond are assessable for tax (see 'Discussion on life office bonds and 
friendly society bonds' below for more details). 

If the investor retains a bond for at least 10 years, the total value of the bond plus 
bonuses are received 'tax free' because those bonuses have already been taxed in the 
hands of the life office. 


Friendly society bonds 

Friendly societies were originally established by religious groups in the 1800s as 
mutual, self-help, non-profit organisations. In Victoria, friendly societies are regulated 
by the Victorian Financial Institutions Commission (VicFIC). Similar regulation 
arrangements exist in other States. 

The main investment product offered by friendly societies is investment-only 
insurance for a nominal 10-year term. This involves a single premium life insurance 
plan to which annual bonuses are added at the end of each financial year. Friendly 
society bonds can be cashed in at any time, and payment is usually made within 30 days. 

Tax advantages 

The tax advantage of friendly society bonds varies according to the length of time that 
the investment has been held. 

If held for 10 years, all bonuses on friendly society bonds are received tax free because 
those bonuses have already been taxed in the hands of the friendly society. 


Nature of investment 

A friendly society bond is a form of managed or pooled investment made on behalf 
of individual investors. A friendly society bond is sometimes described as a capital 
guaranteed investment because the investment portfolio is in government and 
semi-government bonds, bank bills and such like. It is better described, however, as 
capital secure, because there is no guarantee given by a third party nor is there a 
substantial capital reserve fund. 
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Capital losses are possible where interest rates rise on long-term government securities. 
This could be a problem if a portfolio needs to be realised quickly because investors are 
seeking to redeem their investments. Most portfolios have securities with a range of 
different maturity dates, and interest rate changes will generally offset gains and losses 
on the securities held in a diversified portfolio. 

Investments in mortgages and/or building society deposits entail different risks. 

Default by mortgagees and lack of government guarantee are the major risks. Victorian 
Friendly Society legislation enforces a maximum mortgage percentage of 75 per cent 
on the value of developed land, or 67 per cent on any other land. Other States have 
similar legislation and regulations. 

Friendly societies can also invest in certain shares listed on Australian stock exchanges 
with a minimum capital of $25 million, a proven dividend record and assets valued at 
1.5 times their liabilities for each of the two years before investment. Share market 
investments are limited to 50 per cent of the value of the fund. 


Discussion on life office bonds and friendly society bonds 

Because life offices invest in shares and property as well as fixed interest, their 
managed bonds may outperform friendly society bonds in the long term, but this 
performance is likely to be more volatile in the short term. 


Death of an investor 

A beneficiary can be nominated to receive proceeds of the investment in the event of 
the death of the investor. The benefits of this are: 

a claims are paid quickly because delays associated with obtaining probate on an 
estate do not apply; and 

■ there is no tax liability on the proceeds in the hands of the beneficiary, even if the 
death occurs within 10 years of the original investment. 

Life office insurance bond and friendly society bond investments receive reversionary 
bonuses. These bonuses are 'tax free' to the investor when the policy has been held for 
10 years or more. This is because the insurance company or friendly society has paid 
tax on those bonuses which have accrued. 


Increased premiums 

If a policy commenced after 27 August 1982, and if premiums increase by more than 
25 per cent of the premiums payable in the preceding year, the risk is treated as re¬ 
starting in the year when that increase occurred, on the anniversary of the date on 
which the risk originally commenced. 

For example, if the risk commencement was on 1 June 1989 and the policy owner paid 
a $500 premium in 1989,1990 and 1991 respectively, then an $800 premium in 1992, 
the deemed date of risk commencement would become 1 June 1992. This has the 
effect of resetting the start date and results in bonuses being included in assessable 
income for a longer period, that is, until 1 June 2002. 

Tax treatment of bonuses 

Reversionary bonuses on short-term life policies are not taxable if the bonus is received: 
□ at least 10 years after the policy was first acquired; 

■ under a life assurance policy that was part of a superannuation fund or scheme; 
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■ when the person on whose life the policy was taken out dies, has an accident, 
illness or other disability; or 

■ as a result of serious financial difficulties, provided the policy was not taken out 
with a plan to mature or terminate it within 10 years. 

In other cases, the amount assessable is: 

□ the full bonus if received during the first eight years of risk; 

■ two-thirds of the bonus if received in the ninth year of risk; or 
a one-third of the bonus if received in the tenth year of risk. 


Calculating the amount assessable 

The amount of the bonus included in assessable income is calculated from a formula 
contained in Income Tax Ruling IT 2346, paragraph 11: 

A x [(b+ c) - (d+e)] 

where: 

A = amount withdrawn 

B = surrender value of the policy immediately prior to withdrawal 
C = any earlier amounts paid out under the policy 

D = total gross (that is, not reduced by commissions or management fees) premiums 
paid to the date of withdrawal 

E = previous amounts included in assessable income plus any previous bonuses taxed 
under other provisions of the ITAA 


Example 3.11 

A person takes out a life assurance policy with an annual premium of $1200, payable in advance. 
Management fees incurred during the first eight years totalled $2333, while bonuses credited 
amounted to $2872. Partial withdrawals of $2500 are made prior to the end of the eighth, ninth and 
tenth years. 

Eighth year: The policy is worth $10 139, made up of: 


Premiums $9 600 

Less management fees $2 333 

$7 267 

Plus bonuses $2 872 

Policy value $10 139 


Apply the formula: 


-^-^x^10139+0)-|9600+0)J= $132 (in whole dollars) 


The whole amount of $132 is to be included in the investor's assessable income (s. 26AH(6)(a) of the 
ITAA 1936). 

Ninth year: In the ninth year, the value of the policy is $9382 after a further premium payment of 
$1200 and the crediting of bonuses of $543 for that year. Assume that no management fees were 
paid in this year. The calculation to determine the amount to be included in the investor's assessable 
income, if there is a withdrawal of $2500 in that year is: 

^ x ^9382 + 2500) - (l0 800 + 132)j = $253 
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Because the withdrawal is in the ninth year, two-thirds x $253 = $168 is included in the investor's 
assessable income (s. 26AH(6)(b)). 

Tenth year: In the tenth year the value of the policy is $8556 after a further premium payment of 
$1200 and the crediting of bonuses of $474 for that year. Assume that no management fees were 
paid in this year. The calculation to determine the amount to be included in the investor's assessable 
income, if there is a withdrawal of $2500 in that year is: 

x [(8556 + 5000) - (l2 000 + 132 + 253)] = $342 

Because the withdrawal is in the tenth year, one-third, that is, $114, is included in the investor's 
assessable income (s. 26AH(6)(c)). 

Eleventh year onwards: Any further withdrawals which take place are not subject to tax. 


Unbundled policies 

Income Tax Ruling IT 2346 indicates that s. 26AH applies to unbundled life assurance 
contracts (and any other form of life assurance policy) which are: 
m investment account policies (that is, a contract with a death benefit plus an 

identifiable savings or investment account, which may become payable in certain 
circumstances such as after a specified number of years of the balance 
accumulating in the account); or 

■ investment-linked policies (that is, a contract with a death benefit, and an 
investment account which has its value directly linked to the performance of a 
specific investment portfolio. The policyholder's interest rises and falls in line 
with movements in the value of that portfolio). 

Premiums for an unbundled policy may be paid in a lump sum, annually, or at any 
time. Generally the policyholder is also allowed to make a partial surrender at any time. 


Rebates 

Section 160AAB(1) of the Income Tax Assessment Act 1936 sets out the following rebates 
applicable to bonuses issued by taxable life insurance companies and friendly societies. 

Friendly Society Bonds: 

□ 2003/04 or later: 30 per cent 

Life Office Bonds: 

□ 2003/04 or later: 30 per cent 


Example 3.12 

Sally took out a life policy and when she surrendered it during the year ended 30 June 2004, she 

received a bonus of $1000. 

If the policy was with a taxable life insurance company and if the risk commenced: 

■ within the eight years prior to surrender, the $1000 bonus is fully assessable, but the investor is 
entitled to a rebate of 30% x $1000 = $300; 

m in the ninth year prior to surrender, two-thirds of the bonus, that is $667, is assessable and the 
rebate is 30% x $667 = $200.10; 

■ in the tenth year prior to surrender, one-third of the bonus, that is $333, is assessable and the 
rebate is 30% x $333 = $99.90. 
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Note—if Sally's policy had been taken out with a Friendly Society and she had surrendered it during 
the year ended 30 June 2004, the same rebates would apply. 


Cashing in early 

It can be advantageous for an investor to cash in a bond before the end of the 10-year 
period. If that investor has a tax liability and a marginal tax rate which is less than the 
rebate percentage, it may pay an investor to surrender a policy or part of a policy prior 
to the ninth year. Example 3.13 illustrates this point. 


Example 3.13 

If in 2003/04, a policy with $5000 of bonuses is surrendered prior to the ninth year, the tax position 
for an investor who has other taxable income of $15 400 will be as follows: 



No surrender 
$ 

With surrender 
$ 

Income 

15 400 

15400 

Bonuses 

n.a. 

5 000 

Taxable income 

15 400 

20 400 

Gross tax 

1 598 

2 448 

Less: s. 160AAB rebate 

n.a. 

1 500 

Less: Low income rebate 

235 

235 

Tax excluding Medicare 

1 363 

713 


The taxation saving achieved by early surrender is $650. However, if the policy continued for at least 
10 years, no bonuses would be assessable and no rebates would apply. So, depending on other 
factors, the tax rebate in the eighth year can result in a substantial tax saving. 


Other factors to consider when cashing in early 

Although surrendering investments may be appropriate, other factors must be 

considered. These include checking: 

■ whether this will have other ramifications on such things as future child support 
liability (based on previous taxable income) and social security benefits or payments; 

s whether the surrender will result in a rebate which reduces the investor's total tax 
otherwise payable after other rebates to zero, remembering to take into account all 
relevant rebates when making the calculation, for example, whether the low 
income rebate of $235 applies (applicable in Example 3.13); 

■ that the investor's circumstances relating to taxable income are not about to change. 


Rebates when income is derived from trusts 

If an investor has assessable income as a result of a distribution from a trust under the 
following sections of the ITAA 1936: 

□ s. 97 (beneficiary presently entitled and not under a legal disability); 

□ s. 98A (non-resident beneficiary); or 

■ s. 100 (certain beneficiaries deemed to have present entitlement); 

and that income is assessable under s. 26AH, that beneficiary is entitled to a rebate as 
if he or she received the amount directly (s. 160AAB). 

The rebate is also available to trustees assessable under: 

■ s. 98 (beneficiary presently entitled but under a legal disability); and 

■ s. 99 or 99A (no beneficiary presently entitled) or to trustees of superannuation 
funds and other eligible entities in Part IX of the ITAA 1936. 
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International investments 


People make international investments for a number of reasons: 

■ diversification of their investment portfolio across regions and countries; 

■ spreading risk as Australia represents such a small part of the global economy; 

■ a lack of opportunities for some types of investments in Australia—for example, 
for listed motor manufacturing companies there are only subsidiaries in Australia; 

■ better opportunities than in the local market—the economy or prospects in some 
overseas countries may be more favourable; and 

■ an anticipated weakening in the Australian currency. 

There are additional risks and disadvantages in investing internationally. The main 
ones are: 

□ currency fluctuations mean there is one more factor to take into account— 
for example, if the Australian currency becomes stronger, gains on the overseas 
investment may be eliminated; 

■ a tendency for world markets to move together; and 

d lack of first-hand knowledge of and distance from the overseas market means the 
investor does not have access to investment market trends quickly enough to move 
in or out when the market situation changes or there are currency fluctuations. 

Overseas investments may be more suited to aggressive investors who are prepared to 
take on more risk. Overseas funds may be hedged to protect them against adverse 
currency movements. A hedge is insurance against risk and is a purpose for which 
derivatives may be used. 

The most common method to make international investments is via an international 
managed fund, which has the advantage of leaving the investing to experienced 
professionals who specialise in given regions/countries/industries. 


International share-based funds 

These funds invest in companies listed on other country's stock exchanges with the 
aim of providing investors with strong capital growth over the longer term. 
International share funds come in two forms: 

Global share funds 

These funds invest in company shares from a wide number of countries where the 
fund manager decides the country allocation of the fund. 

Country specific funds are those that funds invest in company shares of a specific 
country or region. 

International fixed interest based funds 

These funds invest in fixed interest securities of overseas countries and can include 
investment in Government and corporate bonds. 
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Diversified strategies managed funds 


These funds are relatively new to retail investors and have been introduced to provide 
retail investors with access to strategies generally only offered by wholesale funds, and 
also to provide greater investment options to investors. 


Hedge funds 

A hedge fund will strive to achieve a targeted 'absolute' return in both rising and 
falling markets, and generally have a low correlation with other assets. 

Hedge funds have the following characteristics: 

■ the manager has a significant personal stake in the fund itself; 

■ hedge funds can 'sell short' (they can sell assets they do not own if they believe 
the asset will fall in value); 

m hedge funds can use leverage if they believe the expected return justifies the risk; 
a hedge funds can use derivatives such as options and futures; 

■ hedge funds rely largely on the trading skills of the individual manager rather 
than the performance of any underlying market. 
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Part D: Speculative investments 


People who are prepared to invest in speculative investments in order to achieve 
high returns must also be prepared to risk big losses. Such investments may not be 
appropriate for a self-managed superannuation fund or those preparing for retirement. 

As a general rule, speculative investments should be approached with extreme caution. 
The potential for higher returns on speculative investments is invariably accompanied 
by increased risk of loss. Not only can speculative investments fail to achieve any 
income or growth, the whole amount of the investment can be lost and in some cases 
even more, such as with futures where additional amounts are required to be paid. 

Knowing when to sell is equally as important as knowing when to buy. Investors 
should set targets and sell when those targets are reached. Staying in the market too 
long to try to make even greater gains can result in losses when there is an inevitable 
correction in the market. 

The following is a brief overview of some of the more commonly found speculative 
investments in Australia. 


Precious metals 


Speculative investments can be tangible items purchased essentially for their investment 
value—gold and silver could be considered high risk investments because their prices 
fluctuate due to the local and world economies and inflation rates. As a general rule 
bullion prices rise when inflation rates are high, and fall when inflation is low. 
Ownership of bullion requires a high initial investment and incurs high security storage 
costs. For this reason, smaller investors tend to buy coins made from precious metals. 


Collectibles 


Collectibles can be used as both an investment and a hobby. There are numerous 
examples of collectibles—antiques, artworks, stamps, medals, and even comic books 
and phone cards. 


Tax-driven investments 


Some investments, such as those in films and horticulture, are predominantly tax 
driven. As the Tax Office closely examines schemes which are only viable as a result of 
tax deductions, potential investors should ask the Tax Office if the promoter has a 
product ruling before making an investment decision. The investor also needs to 
ensure that the promoter arranges the investment in accordance with the product 
ruling. If this is not done, the ruling may not be relied upon. Investors should also 
consider the implications of Part IVA of the ITAA 1936. 
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Product rulings were introduced in 1998 to enable the Commissioner of Taxation to 
rule publicly on the availability of claimed taxation deductions for so-called 'tax- 
driven' or 'tax-effective' investments. Product rulings are designed to protect investors 
provided the arrangements are carried out in accordance with details provided by the 
applicant and described in the product ruling. If the arrangement described in the 
product ruling is materially different from the arrangement that is actually carried out: 
■ the ruling has no binding effect on the Commissioner, as the arrangement entered 
into is not the arrangement ruled upon; and 
□ the ruling will be withdrawn or modified. 

A product ruling provides investors with a binding ruling as to the taxation 
consequences of the particular product, but can provide no guarantee as to the 
commercial viability of the product. 


Films 

Investments in eligible Australian films may qualify for a 100 per cent deduction under 
Division 10BA of the ITAA 1936 where the money invested is 'at risk'. All returns from 
such investment are treated as income. 

Film investments are only suitable for investors in the higher marginal tax rates. 

The lack of immediate return and uncertainty of any ultimate cash flow make films a 
relatively high-risk investment. 


Horticulture 

Horticulture is a division of primary production concentrating on such products as 
fruit and flowers. Investments are often arranged in such a way that the amount 
invested is fully deductible in the year of income. 

Horticulture is high risk due to the possibilities of adverse weather conditions, crop 
failure, pests and volatile commodity markets. Therefore, it is important to check the 
financial soundness and experience of the managers of the scheme, and to thoroughly 
review the investment prospectus. 



3.54 STUDY GUIDE 


IPuriE: Derivatives 


Derivatives are financial contracts which derive their value from an underlying 
primary asset. There are two basic types of derivative instruments: 

□ options; and 

□ forward contracts (note that futures, forward rate agreements and swaps are all 
specific types of forward contracts). 

It is not really appropriate to include derivatives in a discussion of investments. This is 
because, broadly speaking, there are only two uses for derivatives—hedging and 
speculating. In the former case, derivatives may be used to protect against the adverse 
impact of future price fluctuations on an investment portfolio. Whilst this is clearly a 
sound action in the context of an overall investment strategy, the derivative position 
taken is not, per se, an investment. Using derivatives to implement a speculative 
position is moving even further away from the concept of investment. Speculation 
involves taking a view in relation to future events (such as future interest rate 
movements), and is more akin to gambling than investment. 

The foregoing is not to be taken as implying that using derivatives is an inherently 
unsound practice. On the contrary, a failure to use derivatives would, in certain 
circumstances, be considered unsound (for example, not hedging a large portfolio of 
equities would subject it to the possibility of significant loss in value if the events of 
October 1987 were to be repeated). Derivative markets are a crucial component of the 
global financial system. For the personal financial adviser, however, it is likely that the 
use of derivatives will only be considered in the case of high net worth individuals 
with substantial investment portfolios. 

In Australia, derivative instruments are traded on two different types of market— 
via formal exchanges, and via the 'over-the-counter' market. Derivatives which are 
exchanged-traded are futures (via the Sydney Futures Exchange—SFE), options (via the 
derivatives arm of the Australian Stock Exchange—ASX),, and share warrants, which 
are company-issued options (via the ASX). The features and characteristics of 
exchange-traded derivatives are standardised, with the exchanges acting as 
intermediaries between trading counterparties. 

On the other hand, derivatives which are traded over the counter are not standardised 
but tailor-made to meet the specific (hedging or speculation) requirements of clients. 
They are private contracts between the client and the provider, which is usually a bank 
or a broker. The most commonly traded over-the-counter derivatives include interest- 
rate swaps, forward-rate agreements and currency forwards and options. 

A full description of the features, uses and risks of derivatives is included in the 
CPA Program Treasury segment. 

Reading 3.2 'A warrant for your wealth ' explains the warrant market and its hidden dangers . Read this 
now and consider whether derivative products are too risky to include in an investment portfolio . 
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Part F: Gearing benefits md risks 


Gearing is the use of borrowed money (usually in the form of a long-term mortgage 
for real estate, line of credit or margin trading for share portfolios) by an investor as a 
strategy to increase the rate of return on an investment to increase the wealth 
generating capacity of their existing savings. 

Gearing can increase the rate of return. This generally occurs when the cost of 
borrowings is less than the amount that is earned on the investment, both in the form 
of income and capital gains. 

Gearing also increases the potential of losses. Losses occur when the cost of 
borrowings is more than the amount that is earned on the investment both in terms 
of income and capital gains. Losses can also occur when the value of the investment 
falls below the value of the loan. 


Negative gearing 


Negative gearing occurs when, in a particular year, interest on borrowings used to 
finance the investment exceeds the net income from that investment. 

Negative gearing is a legitimate tax planning tool when used in conjunction with 
income-producing investments, but it only works to an investor's advantage when 
investments are rising by more than the cost of the gearing. Many investors have 
experienced substantial losses—not only of the investment, but in some cases loss of 
other investments and their own homes—by using negative gearing unwisely. 


Deductibility of interest expenses 

Investors who borrow to invest in assessable income-producing assets can claim a full 
tax deduction under s. 8-1 of the ITAA 1997, for interest expenses associated with 
those borrowings. 

Interest is deductible as a business expense if it is incurred in gaining or producing 
assessable income or in carrying on a business for that purpose and it is not capital, 
private or domestic in nature. 

In determining the deductibility of interest, the courts have looked to the use to 
which the borrowed moneys have been put. For example, interest on borrowed money 
may be deductible where it is used to acquire income-producing assets such as a rental 
property or shares that are expected to pay dividends. The security given for the 
borrowed money is irrelevant when determining the deductibility of interest. 

Interest incurred by an employer in borrowing funds to make superannuation 
contributions is deductible. Similarly, interest on money borrowed to acquire shares 
will be deductible where it is reasonably expected that dividends will be derived from 
the investment. Interest will not be deductible where the shares are acquired solely for 
the purpose of making a capital profit; instead, it may be included in the cost base of 
the asset for capital gains tax purposes. 

Where a loan is taken out for two purposes, one business and one non-business, only a 
proportionate part of the interest will generally be tax deductible. 
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Generally, no deduction can be claimed for interest after an asset has ceased to be 
income producing and where there is no likelihood or intention of resuming income 
producing activities. However, in the Full Federal Court decision of FC ofT v. Brown, it 
was held that the taxpayer was entitled to a deduction for interest incurred on a 
business loan after the business had ceased. 

The Commissioner contended that the interest was not deductible because there was 
no nexus between the outgoing (interest) and the gaining or producing of assessable 
income. Under the specific terms of the loan, the taxpayers were not required to pay 
off the loan in full if the business ceased to operate. Accordingly, their decision to 
continue to make periodic interest payments did not sever the connection between 
the business and the deductibility of the expenditure. 

In another decision, the AAT in the case of Doyle v. FC ofT, held that the fact that the 
taxpayer's business had ceased, did not inevitably lead to the denial of interest 
incurred thereafter in relation to a loan obtained for the purpose of entering into the 
business in the first place. The Tribunal also rejected the Commissioner's argument 
that a right to repay a loan early breaks the nexus after the business ceases. 

Conversely, however, in the case of Jones v. FC ofT, the AAT held that interest on loans 
taken out to purchase equipment for a business was deductible after cessation of the 
business. However, the interest was not deductible after the loan was re-financed. The 
AAT considered that a new loan arrangement entered into by the taxpayer broke the 
nexus between the interest payments and the original liability. 

On a subsequent appeal to the Federal Court, it was held that the taxpayer was 
entitled to all of the deductions claimed for interest paid on the partnership loan after 
the partnership had ceased. The Court held that the passage of time or the refinancing 
of the loan did not break the nexus between the interest payments and the obligation 
incurred. It should be noted however, that the facts of this case were quite specific and 
future cases may not be decided in the same way. 

In determining the deductibility of interest, the decision in Steele's case should also be 
considered. This case considered whether interest on funds borrowed to acquire a 
capital asset should be deductible as a revenue expense or on capital account. It was 
concluded that where the dominant purpose of the loan was capital in nature and the 
secondary or minor activity was income producing, apportionment may be required. 

Reading 3.3 , The signs are bad for the future of negative gearing ' discusses how low inflation and 
tax reform can reduce the attractiveness of negative gearing for investors . Read this now. 


Question 3.5 

In view of Reading 3.3, discuss for which group of investors negative gearing is not 
appropriate and why. 


Advantages of negative gearing 

The benefits negatively geared investments offer to investors are the opportunities to: 

■ build assets from a small capital base; 

■ complement superannuation savings for retirement, with the additional benefits 
of greater control over the investment, timing and the amount accumulated; 
and possibly, 
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■ apply to the ATO to reduce their tax instalment deductions. Section 221D of the 
ITAA 1936 provides for variations at the Commissioner's discretion where tax 
instalments deducted are the lesser of 10 per cent, or $500 more than the amount of 
tax owed. The variation can be applied for by salary or wage earners to have their 
tax instalments reduced to a rate which will ensure that sufficient instalments are 
deducted to cover the amount owed at the end of the year, while avoiding an 
excessive credit at the end of the year. Applications should be made annually on the 
appropriate form. Additionally, investors are able to vary their PAYG instalments to 
account for deductible interest expenses. 


Disadvantages of negative gearing 

Negative gearing can increase an investor's risks when: 

a the income of an investor from other sources is reduced, and there may not be 
sufficient cash flow to cover repayments, resulting in arrears of interest also 
accruing interest at penalty rates—alternatively, tax advantages may be less than 
envisaged because the investor's marginal tax rate is lower; 

■ interest rates rise, and again the investor may not have sufficient cash flow to 
cover the increased liability; 

■ the income from the investment is less than expected; and 

a the capital gain is less than the tax advantage and other expenses, because a 
capital loss can occur—in some cases this loss can be over 100 per cent of the 
investor's original investment. 

To expand on this last point, where a large part of the investment is borrowed and the 
value of the property changes, the profit or loss is multiplied by the reciprocal of the 
part of the cost of the investment met out of the investor's capital. For example, an 
investor pays a deposit of 25 per cent from his or her own capital, and the remaining 
75 per cent of the funds are borrowed. If the investment is sold at a loss, that loss is 
the reciprocal of the investor's capital of 25 per cent or one-quarter—that is, four times 
the proportionate decline in value. 

The percentage capital loss to the investor is calculated: 

(Decline in Capital value in S/Capital invested in $) x 100 

Alternatively, using the above figures, the investor's capital loss can be calculated as 
the reciprocal of the investor's capital invested, to the total cost of the asset—that is, 
the reciprocal of 25% x decline in value percentage. 

This concept is illustrated in Example 3.14. 


Example 3.14 

An investment is purchased for $160 000. The investor pays a deposit of 25 per cent ($40 000) 
from his or her own capital, and the remaining 75 per cent ($120 000) of the funds is borrowed. 

The investment falls 40 per cent ($64 000) in value and is sold for $96 000. 

The percentage capital loss = ($64 000/$40 000) x 100 = 160% 

Or, using the alternative method, the reciprocal of 25%, 4 x 40% decline = 160%. 

Note that an increase in value would result in the same percentage increase in the investor's capital. 
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The (now former) investor in some cases is left with an outstanding liability, which 
may be accruing interest. That interest is no longer a tax deduction under s. 8-1 
because there is no investment and thus there is no production of assessable income. 


Linked and split loans 

Taxation Ruling TR 98/22 explains the taxation consequences for taxpayers entering 
into certain linked or split loan facilities. 

For the purposes of this ruling, a linked loan is a credit facility taken out with a 
financial institution under which there are two or more loans with an account being 
maintained in respect of each loan. A split loan is a credit facility taken out with a 
financial institution under which there is one loan with sub-accounts being 
maintained in respect of that loan. 

The ruling only applies to facilities with the following broad features: 

■ a taxpayer borrows an amount or amounts of money (the loan amount); 

■ the contract/s between the taxpayer and the lender provides that the loan amount 
is allocated between two or more accounts or loans; 

□ the contract further provides that at least one account or loan is for private 
purposes (private account) and the other/s is for business or income producing 
purposes (investment account); 

□ the lender sets out the minimum loan repayment at the amount required to 
pay back the loan amount on a principal and interest basis over the nominated 
period; and 

b the taxpayer applies the payments first to pay the principal and interest on the 
private account and, when the private account is extinguished, the payments are 
then made against the investment account. 

The interest on the investment loan will be charged and accumulated to the 
investment account. 

The ATOhas expressed its view on the deductibility of interest on moneys drawn down 
under line of credit and redraw facilities in TR 1999/D3. The draft ruling states that 
where a taxpayer has mixed purpose sub-account, or the line of credit facility 
comprises only one account that is used for both income producing and non-income 
producing purposes, the interest needs to be apportioned between those purposes. 
Apportionment must be made on a fair and reasonable basis. 

Where the interest accrues daily under a mixed purpose sub-account, a taxpayer is 
entitled to a deduction in respect of that part of the interest that has accrued on the 
portion of the outstanding loan balance attributable to an income producing purpose. 

Taxation Determination 1999/42 sets out the principals in Taxation Ruling TR 98/22 as 
they apply to a line of credit facilities. 

Reading 3.4 is the 'ruling ' section of Taxation Ruling TR 98/22. It provides an insight into the ATO's 
approach to linked and split loans. Read this now. 

A recent Full Federal Court decision of Hart & Anor v. FC ofT found in favour of the 
taxpayer. The court concluded that compound interest was deductible under Section 
51(1) of the ITAA 1936. In his judgment, Hely J. concluded that 'compound interest, 
like ordinary interest, is simply a cost of the funds which are borrowed. Accordingly, 
compound interest, like ordinary interest, will take its character from the use to which 
the original funds borrowed are put 7 . 


The ATO is seeking leave to appeal to the High Court. 
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Margin lending 


Margin lending is a type of gearing where an investor borrows to invest (that is, 
gearing) in shares and unit trusts. Where shares are expected to provide higher returns 
than other asset classes over the long term, margin lending may be a profitable and 
tax effective alternative for some investors by increasing potential return, profit and 
the size of their investment portfolio. However, where shares or units fall in value 
losses are magnified. 


How margin lending works 

A financial institution lends a certain portion of the market value of shares, fixed 
interest securities, listed and unlisted unit trusts against the investor's contribution, 
which is called the margin. Usually, the financial institution has a pre-determined list 
of assets the investor can choose from. 

Rises in value: If the value of portfolio rises, the investor can use that additional 
value to increase borrowings and the overall portfolio, or for other purposes. Any 
capital gains on securities are indexed in line with the CPI and are not taxable until 
they are sold. 


Example 3.15 

10 per cent rise in value of portfolio 

Mary has $30 000 worth of shares, and receives a margin loan based on 70 per cent of the total 
portfolio, that is, the value of the shares plus the loan. 

The loan is $30 000/(1 - .70) - $30 000 
Portfolio value $100 000 

Value of the portfolio increases 10%, the amount of the allowable loan 
Portfolio value $110 000 
Difference - increase in the margin 

Also Mary's original shares have increased in value to $33 000. 

Mary's margin has increased to $40 000. 

This provides her with a 33 per cent increase in the value of the original share investment. 

Falls in value: When the value of the portfolio falls below a predetermined level, 
made up of the loan limit and the allowable buffer, the investor is required to restore 
this margin by reducing the loan or depositing additional securities and/or funds at 
very short notice. The allowable buffer varies between margin lenders from nil to 
10 per cent. The margin lender holds title to all the shares. 

Example 3.16 illustrates the effect of a 10 per cent decrease in the value of the 
portfolio. 


$70 000 
$77 000 
$7 000 
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Example 3.16 

10 per cent fall in value of portfolio 

George has $30 000 worth of shares, and receives a margin loan limit based on 70 per cent of the 
total portfolio, that is, the value of the shares plus the loan. 

The loan is $30 000/(1 - .70) - $30 000 $70 000 

Portfolio value $100 000 

Value of the portfolio falls 10%, the amount of the allowable loan $63 000 

Portfolio value $90 000 _ 

Difference - margin call payable $7 000 

George must either find $7000 cash or the margin lender will sell a higher value of shares (because 
the portfolio will be reduced in value if shares are sold). 

Also the original shares have fallen in value to $27 000. 

Note: For simplicity, any other charges and allowable buffers have been ignored. 


Tax consequences of margin lending 

Every investor's circumstances are unique and therefore borrowing funds to margin lend 
may not be as tax advantageous for some investors. If the interest payments exceed the 
dividend and income distribution, then the loss can be claimed as a tax deduction. 


Risks of margin lending 

There are risks in borrowing against the security value of an investment portfolio, of 
which potential investors need to be aware. These include: 

■ exposure to the volatility of the share market, which determines the value of the 
portfolio used as security; 

■ possible timing mismatch between making an interest payment and receiving a 
dividend or tax benefit; 

■ fluctuations of interest rate payable and income from investments—this may 
require other income resources to meet any interest payments; 

a interest is paid on a minimum amount, even if the margin loan is for less than 
that amount; 

■ the lender altering the lending ratio—this may force the investor to reduce 
borrowing to a level acceptable to the lender or to top up the security with 
additional securities at short notice or even cause liquidation of the portfolio if 
the investor is unable to do either of these things; 

■ the lender may exercise its rights as it wishes against the securities in the case of 
any shortfall—margin loans are payable on demand, and, in unusual market 
conditions, for example, if a share is suspended or the stock market crashes, a loan 
may be closed out immediately by the margin lender selling the portfolio, even if 
the investor has not been informed of the shortfall (generally, investors only have 
until 12 noon on the following business day to meet a margin call); and 

■ there may still be a balance owing, even after a portfolio has been liquidated. 

Due to the risks associated with margin lending, you should ensure that your client is 
fully informed of the risks as well as the benefits before taking a margin loan to invest 
into securities. 

Gearing multipliers can be very good or very bad for an investor's wealth! Only those 
investors who can afford to pay the interest expense and cover margin calls if 
investment values fall should consider margin lending or gearing. 

Risks may be reduced by borrowing less than the loan limit of the portfolio. 



STUDY 6UIDE 3.61 


Question 3.6 

Ms Smith wants to invest in securities by borrowing money. The market value of her 
securities is $100 000 and the lender is prepared to lend her $50 000 (i.e. 50% of the 
market value of her securities). Assume that the market value (MV) of these investments 
falls to $70 000. What are the consequences for Ms Smith? 

As a historical note, it is now accepted that excessive margin trading and a dangerously 
high level of brokers 7 loans which were secured against shares (US$5.72 billion towards 
the end of 1928) was one of the major factors in the 1929 Wall Street crash. As the 
market fell, brokers made additional margin calls on their clients, unloading stock on to 
a failing market whenever clients were not capable of making immediate cash available 
for the additional margin. 
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Part G: Research 


Financial planners have a critical role in advising and selecting the appropriate asset 
allocation and/or investment choices for their clients. Particular attention should 
be paid to risk/return, tax implications, pricing, fees, expenses and services of any 
investment option. This can be accomplished by the use of research houses, and by 
researching the investment market and keeping up to date with new developments 
and trends. Whilst there is no legislation specifically dealing with securities ratings or 
research provided by research houses, providers of such information are required to 
hold an investment adviser's licence. 

Additionally, where research houses provide lists of recommended securities, this could 
amount to direct or indirect advice. In such cases warnings should distinguish between: 

■ general securities advice or reports on securities—that is, those which do not 
contain any direct or indirect recommendation of suitability to a particular 
person; and 

■ personal securities recommendations—that is, those which indicate that certain 
securities are appropriate for a particular person which take into account that 
person's particular investment needs and objectives and financial circumstances. 

ASIC requires research houses to be appropriately licensed if they provide advice or 
reports on securities through the provision of research and ratings on securities that 
could lead to direct or indirect advice about the investment. 


Information sources 


Information sources are very important for accountants giving advice to their clients 
to be used in determining investment decisions. Investors must have all the necessary 
information to make intelligent decisions. Further, they need to assess the future 
potential, as well as past and current performance, of investment options before 
making a decision. 

The individual investors and institutional investors have the same objectives in their 
investments, but they differ in analysis and evaluation of various investment choices. 
Most financial planners have limited time to collect and analyse all the available 
information from investment publications, share database information and other 
sources to make their investment decisions, and they use and rely on professional 
networks. On the other hand, institutional investors have specialist accountants, 
economists and other specialists who analyse and manage portfolios. Therefore they 
can collect, analyse and manage additional information on which to base investment 
decisions. Investors obtain information mainly from published and computer 
information and personal sources. 

In addition to research houses, the major sources of published information are 
listed below: 

■ Financial press: Investors access the financial press on a daily and weekly basis as a 
main source of current financial information. 

■ Newspapers: These are the most popular source of daily and weekly information, 
providing national and international business and financial news. 

■ Financial and investment magazines: A wide range of Australian and international 
financial and investment magazines is available for investors and advisers. 
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■ Professional and academic journals: These journals can be a source of information 
for financial planners, but because they are not all investment specific, they may 
be difficult to use in practice. 

■ Annual reports: Annual reports of companies and other investment vehicles 
contain important information about financial situations, activities, problems and 
trends. Investors can use these reports as part of their research in assessing a 
company's current and future situation before making an investment decision. 

■ Brokerage firms: Brokerage houses and dealers provide written and oral 
information, mainly to institutional investors, to buy, sell or hold the securities. 
They regularly publish newsletters and reports covering the current economy, 
options, bond and share markets, specific companies and industries. These reports 
are generally free of charge and provide a valuable source of investment 
information and recommendations. Licensed security dealers provide to their 
proper authority holders approved investment product lists which they have 
researched themselves or have obtained from research houses. 

□ Investment information/advisory services: These firms provide extensive investment 
information and advice to their customers and investors. Investors can subscribe 
to these firms to obtain investment information and recommendations. 

■ Government publications: Government publications are the primary source for data 
on the state of the economy, industries and companies. 

B Computerised investment information: Computerised databases and services are 
progressing at a fast pace due to the developments in information technology. 
Investors can access a large amount of computer-based financial information 
through a personal computer. This provides facilities such as on-line financial 
services, security analysis and portfolio management software packages. 

■ Internet: Under the law, a person who conducts an investment advice business 
must have a licence. This includes internet discussion sites (IDS) that allow people 
to exchange or disseminate information, opinions and advice about securities 
(ASIC 2000, IPS 162.6). Further, if an IDS posts information, opinions and advice 
about securities and it is made available to the public with system, repetition and 
continuity to satisfy the test of conduct of an investment advice business, those 
activities will require the IDS operator to operate under a licence (ASIC 2000, IPS 
162.11). 

Research criteria 


The investment process is based on finding and analysing a vast amount of financial 
information to facilitate the making of informed investment decisions. Advisers have a 
responsibility to synthesise, evaluate and provide well-informed investment advice to 
their clients after analysing each client's needs and risk attitude. 

It is important to remember that section 945A of the Financial Services Reform Act 2001 
(Cwlth) requires the adviser to have a reasonable basis for the advice that is given. This 
means that the adviser must: 

■ determine the client's relevant personal circumstances and make reasonable 
enquiries in relation to those personal circumstances; 

■ in the light of information provided by the client about those personal 
circumstances, consider and investigate the subject matter of the advice in a way 
that is reasonable in all the circumstances; and 

■ provide advice which is appropriate to the client, having regard to these matters. 

This section replaces the former 'Know your client rule' in section 851 of the 
Corporations Act 2001 (Cwlth). 
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Interpretation of information 


It is important to obtain financial information from as many sources as possible, and 
to analyse it in order to make better informed investment choices. You should be 
able to understand the financial information given in annual reports and product 
disclosure statements (PDSs) in order to evaluate a company or other investment 
structure before suggesting any investments. 

Audited balance sheets and profit and loss statements in annual reports provide 
information on the historical financial performance of a company. Annual reports can 
be used in assessing the profitability, financial stability and operating efficiency of an 
investment by undertaking financial analysis via ratios such as earnings per share and 
dividend yield. These ratios can assist an investor to interpret and evaluate the 
performance of a company. All information given—for example, in an annual report, 
PDS or via the Stock Exchange—must be critically assessed before making any 
investment decision. 

Important factors to consider when evaluating managed funds are: 

■ the management team (including its members, expertise, experience, reputation 
and past performance); 

■ fees and charges, including the management expense ratio—that is, a percentage 
annual fee charged by the trustees for managing the fund; 

■ risk/return and contingency plans; 

□ reliability of financial forecasts; 

■ the manager's investment policy and philosophy; and 

■ types of investments, for example, Australian and international shares, fixed 
interest securities and property; and 

■ whether the fund is likely to distribute imputation credits, foreign tax credits, tax 
free or tax deferred income. 

The summary and key features sections of a PDS—for example, for a unit trust— 
contain information on a trust's strategy, objectives, growth potential, unit price, 
forecast distributions and yields on the issue price. Other pertinent information is 
given within the body of the prospectus. However, there maybe insufficient 
information in the prospectus to make an investment decision, because a prospectus is 
an invitation to the public to invest and is designed to attract investment whilst 
satisfying legal requirements. Further information collection and critical analysis is 
essential to make a sound investment decision. 



Part H: Asset allocation 
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As previously discussed, asset classes can be broadly categorised as: 

■ fixed interest investments; 

■ property; 

■ shares; and 

■ cash. 

Table 3.7 provides an example of asset allocation range in a managed fund. Allocation 
will depend on the risk profile of the client. 


Table 3.7 

Asset allocation 


Asset class 


Allocation (%} 
Minimum Maximum 


Cash (Australian) 

Fixed interest (Australian) 
Fixed interest (international) 
Shares (Australian) 

Shares (international) 
Property 

Overseas currency (cash) 


0 

5 

0 

20 

0 

5 

0 


40 

40 

25 

45 

25 

25 

35 


Figure 3.6 illustrates one possible portfolio structure of a managed fund. 


Figure 3.6 

Possible portfolio structure of a managed fund 



Overseas 

currency 


Cash 
(Australian) 


Property 


Fixed interest 
(Australian) 


Shares 

(Australian) 


Shares 

(international) 


Fixed interest 
(international) 


Historically in many cases asset allocation has meant no more than dividing an 
investor's assets between these classifications, either conservatively or to the limits 
that the investor is willing to speculate. 

An appropriate asset allocation decision cannot be made until the client's risk profile, 
investment time horizon, and requirement for income versus growth have been 
evaluated. Income-producing assets with no growth in the capital base are cash and 
fixed-interest assets; shares and property provide both income and growth (with the 
inherent risk of negative growth). 
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The major considerations when allocating assets are the client's: 

■ risk versus return profile; 

■ investment time horizon—short, medium or long term; and 

■ proportional need for income compared with need for growth. 

At different times in the ever changing Australian and international investment and 
economic cycles, there may be a need to change exposure to different asset classes. 
This can be achieved by applying different weightings to the client's portfolio 
within his or her risk versus return profile. Some fund managers offer diversified 
funds, so that effectively the client's asset allocation is decided by the fund manager. 
Broadly, diversified funds fall into classifications of: 

□ income only; 

0 capital stable; 

■ balanced; and 

□ growth. 

When managed funds are used, there is still a need to select products where the 
underlying assets correlate with the investor's needs. 

The benchmark asset allocation of an investment portfolio aims to satisfy the 
individual's needs, risk, return and income requirements. Table 3.8 summarises a 
possible asset allocation for conservative, balanced and aggressive investors. 


Table 3.8 


Suggested asset allocation by types of investors 

Asset allocation in benchmark portfolios (%) 

Shares (Aust. 


Type of Investor 

Cash 

Fixed interest 

Property 

8 international) 

Conservative 

15-25 

40-50 

10-20 

10-20 

Medium (Balanced) 

5-15 

15-25 

20-30 

25-40 

Aggressive 

5-10 

5-10 

10-30 

40-70 


Conservative investors aim to preserve capital and earn secure income with some 
capital growth over the medium to long term. Portfolios for conservative investors 
include mainly cash and fixed interest investments. Limited exposure to equities may 
also be included. Medium investors tend to prefer a balanced portfolio where the main 
emphasis is given to fixed interest investments, equities and property to produce both 
income and capital growth. On the other hand, the aggressive investors' portfolio 
include mainly equities and property with main emphasis on capital growth rather 
than income. This may result in frequent fluctuations in a portfolio's capital value. 
Aggressive investors must be prepared for these market fluctuations, and thus added 
risks, to achieve superior long term returns. 


Asset allocation advice 


The Financial Services Reform (FSR) Act 2001 (Cwlth) requires a person who provides 
asset allocation advice to retail investors, where that encompasses advice on individual 
securities, but not classes of securities, to be appropriately licensed and comply with 
the FSR Act. 


ASIC does not consider broad asset allocation advice to be financial product advice 
because broad categories of products do not constitute 'classes' of financial products. 
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However, the circumstances of each case will need to be considered as to whether 
financial product advice has been provided. For example, if an adviser or other 
professional knows that a person will, or intend that a person should act, in a 
particular way on the basis of a broad asset allocation advice with respect to the 
individual financial products or classes of products which they hold, the adviser or 
other professional is likely to be providing financial product advice and will therefore 
be required to hold a financial services licence under the FSR Act. 

Initially, investment recommendations to a client comprise a strategic asset allocation 
and a tactical asset allocation. 

Strategic asset allocation involves providing a neutral long-term asset mix, which is 
tailored to meet an individual investor's circumstances. It should satisfy that investor's 
known and projected cash-flow requirements, tax position, risk tolerance to financial 
losses and present and future life cycle positions. 

Tactical asset allocation (also known as market timing) occurs when the sector mix is 
changed from the strategic allocation, either to reflect altered circumstances of the 
investor or to take advantage of changing market sector performances. It is every 
investor's goal to buy low and sell high by selecting the correct time to enter and leave 
a market sector, but this is extremely difficult to achieve when transaction costs such 
as brokerage, stamp duty, and entry and exit fees are taken into account. 


Strategies for client investment maiaiemem! 

Every client is unique, and the number and variety of strategies are unlimited. 
Although it is possible to suggest broad strategies, it is up to you to devise individual 
strategies to meet each client's unique financial and personal circumstances after 
evaluation of all relevant information, including issues unrelated to tax and 
investments, such as lifestyle requirements. Using asset allocation techniques provides 
diversification and a greater certainty of return from the portfolio of investments. 

We will now briefly consider some strategies which should be considered in the 
provision of advice to your client. 


Marketing 

A PP ro P riate ly skilled accountants who are also registered tax agents are in a unique 
position to: 

■ provide a combination of financial planning services and advice; 

■ formulate effective investment strategies which minimise tax whilst maximising 
income and growth; 

■ implement those strategies; and 

■ complete the necessary paperwork and tax returns for their clients. 

Accountants should use these combined skills to market the advantage they offer to 
clients who use their services because of these combined skills. However, expert advice 
should be sought where appropriate to implement an investment strategy, for example 
from a solicitor, insurance broker, investment adviser in specific products, real estate 
agent, and so on. 
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Diversification 

You are now aware that investments are not risk free. One way to reduce risk is by 
diversifying investments. Diversification means spreading a portfolio into different 
income producing and/or capital growth investments. It should provide a client with 
an appropriate balance between income and growth so that the desired income level is 
achieved whilst tax liability is minimised and the value of capital is protected against 
inflation. Another reason for diversification is that if an investor has one investment 
and that investment fails, the investor has lost everything. However, if the investor 
makes 10 equal investments and one fails, the investor has lost 10 per cent of the 
money invested, and whilst this is not good, other investments may have increased in 
value and at least partially offset the loss from the bad investment. 

Similarly, an investor relying on income from investments would experience more 
cash-flow problems if he or she only has one investment which then fails to produce 
any income. The investor with 10 investments will have a lower cash flow than 
expected, but the other nine investments will reduce the loss of income that ensues. For 
example, if a 10 per cent return is expected from all investments (and the investments 
are of equal value), and nine investments produce a return of 10 per cent, and the tenth 
does not produce any income, the investor still has a return of 9 per cent. 

Diversification should be horizontal, that is: 

u across a class of assets—for example, share investments can be diversified into 

Australian and international industrial, resource and mining shares, and property 
can be diversified by type of property and/or location; 

□ across investment managers, so that risk is reduced if a manager performs 
badly; and 

■ across products—for example, capital guaranteed, capital secure, balanced and 

growth funds. 

Diversification should also be vertical, that is, across asset classes—for example, cash, 
fixed interest, shares, and property. 

The reason for vertical as well as horizontal diversification is that an investor is not 
protected if, for example, an investment is made into two independent retailers, and 
there is a decline in retail sales. 

Diversification also permits a greater degree of liquidity by staggering income receipt 
dates. Naturally, the amount of diversification that can occur will depend on the 
amount of investment funds available and the type of investment desired. For example, 
an investor with $40 000 can make only one investment into direct property, and will 
need to borrow money to do so. Alternatively, that same investor could diversify by 
investing $10 000 into each of the four different asset classes, including an investment 
of $10 000 into property via a property trust. 


Timing 

The process of selecting quality investments is only part of the process. Investors also 
need to recognise the importance of timing in purchasing and selling investments. 
Timing is important, due to the cyclical nature of the various markets. Figure 3.7 is an 
investment clock that was first published over 200 years ago in the Evening News . 


Figure 3.7 

The investment clock 
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Share market peak 
The Boom' 



The Recession' 


Figure 3.7 shows the various phases of the economic and investment cycle. At midnight, 
the share market peaks and then crashes, and historically this has signalled the start of a 
real estate boom. Typically a complete revolution of the clock takes 7 to 10 years; 
however, increasing globalisation is seeing this time frame shorten. 

From your knowledge of the behaviour of the share market real estate and interest rates , think 
about past cycles and where we are currently on the clock. 

Long-term investors try to buy and hold quality investments because they reason that 
their investments will increase in value in the long term. 

Establishing price targets to buy and sell particular investments is one way to handle 
timing. Management of an investment portfolio includes a recognition of market cycle 
and economic trends and analysis of risk, quality of investments and relevant taxation 
issues. The concept of timing suggests that investors should purchase at relatively low 
prices and sell at relatively high prices. Other timing strategies include: 

■ selling investments which no longer meet the investor's objectives; 

® selling when the particular market as a whole has moved up to a historic high; 

■ selling when a specific investment no longer offers the investor an expected 
return; and 

■ trying to anticipate future market moves in a particular segment of a market. 
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Dollar cost averaging 

In dollar cost averaging, an investor buys the same dollar amount of shares at regular 
time periods even though the market moves upward in a cyclical fashion. If share 
prices decrease, an investor is able to buy a greater number of shares with a fixed 
amount of money. However, if share prices increase, the investor will buy a smaller 
number of shares. Dollar cost averaging is particularly attractive to smaller investors 
who are purchasing quality shares by putting in regular sums of money. Dollar cost 
averaging avoids the need to pick the highs and lows of the market. The features of 
dollar cost averaging are that it: 

■ provides a savings plan for people with a regular income but no capital to invest; 
m smooths out the average cost of an investment, because the fixed amount of 

money buys more units of the investment when the price is low and less when the 
price is high; 

■ ignores timing, which relies on trying to pick the top and bottom of the market; and 

■ provides discipline for the investor who tends to jump into the market when it is 
rising, often just at the point that more experienced investors are taking profits, 
and who then loses money when a downturn occurs before the investment has 
been liquidated. 

The following example will highlight how dollar cost averaging works. 


Example 3.17 

Ms Ryan invests $1000 into a particular share each month for five months. The details of the purchase are: 


Month 

Amount of purchase ($) 

Share price ($) 

Number of shares 

1 

1000 

10 

100 

2 

1000 

20 

50 

3 

1000 

10 

100 

4 

1000 

40 

25 

5 

1000 

25 

40 

Total 

$5000 

Average market price 
$21 

315 


The average share price is ($5000/315) = $15.87 per share. 

If Ms Ryan had purchased the same number of shares at each of the prices shown, the average 
purchase price per share would be the average of the market price (i.e. $21 per share). In this example, 
dollar cost averaging has produced an average cost per share which is less than the average market 
price at which the shares were purchased. 

Advantages of dollar cost averaging include that it: 
b reduces the average cost per share; 

■ reduces the timing pressure from the investor; 

■ encourages the investor to plan an investment program; 

a provides a periodic review of the investor's objectives and portfolio; 
b minimises the cyclical characteristics of a share while retaining the trend of 
growth over time; and 

a improves the possibility of gain over the long term. 

Disadvantages of dollar cost averaging include: 

a the cost involved in purchasing the shares at several different times instead of at 
one time; and 

a it only provides a solution to the timing of purchases but not selling the investments. 
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An extension of dollar cost averaging is double dollar cost averaging, where double 
the regular amount is invested in months when the market is down. 


Investment strategies 

It is important to align a client's investment strategy with the market as a whole. 
Investors ideally like to: 

□ invest in property and shares at the start of a rising market; 

□ sell property and shares at the top of the market; and 

■ lock into fixed interest rates just before interest rates fall. 

Unfortunately this does not always happen, because investors who try to judge the top of 
the market often miss it. It is easier to sell on a rising market when potential buyers are 
eager to get in than on a falling market when potential buyers are wary or non-existent. 
Investors are better advised to stop trying to guess the best buy and sell times, and should 
ignore short-term fluctuations. Rather they should establish long-term strategies which 
include appropriate diversification of assets and review those strategies on a regular basis, 
making changes when their own circumstances change or changing markets indicate 
that this is needed. 


Financial strategies 

Financial strategies will be affected by the current and anticipated economic 
environment. It is also important to recognise the cyclical nature of investments, and 
possible government intervention to counteract fluctuations in economic cycles. 

Care should be taken not to rely only on historical indicators. For example, in times 
of lower inflation, strategies such as negative gearing of property may not provide the 
levels of increases in income and growth that have occurred in times of high inflation. 


Capital gains 

You may recall from the module on 'Capital gains' in the CPA Program Taxation 
segment that under the capital gains regime, tax is only payable on assets acquired 
after 19 September 1985 when they are sold or otherwise disposed of. Capital gains 
are subject to their own rules within s. 3-1 and s. 3-3 of ITAA 1997, but net capital 
gains are fed back into the normal income tax system by being included in the 
taxpayer's assessable income. 

When determining if the capital gains tax legislation applies to a parlicular situation, you 
need to determine whether or not there has been a 'CGT event'. Previously, you only 
needed to determine where there had been a disposal or deemed disposal of an asset. 

The legislaton includes the following decision-making process: 
m Has a CGT event happened? 

si Did the CGT event involve a CGT assets or was there a capital receipt? 

□ Does an exemption or concession apply to the CGT event? 

□ Has a capital gain or loss been made from the CGT event? 

■ Is rollover relief available? 

Features of the capital gains regime are that: 

■ it generally only applies to assets created or acquired after 19 September 1985; 

■ it only applies to realised gains; 

■ some capital gains are subject to rollover relief; 
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■ realised capital losses are not indexed, and are quarantined—that is, they can only 
be offset against capital gains and cannot be claimed as a deduction against any 
other assessable income, and although they can be carried forward indefinitely, for 
individuals they are lost when the investor dies; 

■ for residents, capital gains legislation applies to every disposal of an asset acquired 
after 19 September 1985 worldwide (although some assets, such as cars, are 
specifically exempted from capital gains tax); 

■ for non-residents, capital gains legislation applies only to the disposal of 'taxable 
Australian assets'. 

Reforms have been introduced which fundamentally change the way capital gains are 
taxed. Indexation of the cost base for calculating capital gains for all taxpayers was 
frozen at 30 September 1999. 

For assets acquired prior to 1 October 1999 and held for at least one year, individual 
taxpayers have the choice of including in their assessable income either: 
is half the realised nominal gain; or 

eb the whole of the difference between the disposal price and the frozen indexed 
cost base. 

For assets acquired prior to 1 October 1999 and held for at least one year, complying 
superannuation funds have the choice of including in their assessable income either: 

□ two-thirds of the nominal gain; or 

is the whole of the difference between the realised price of the asset and its frozen 
indexed cost base. 

For assets acquired on or after 1 October 1999 and held for at least one year, capital 
gains will be taxed at half or two-thirds of the difference between the disposal price and 
the original cost, for individuals and complying superannuation funds respectively. 

If the asset has been held for less than one year, the taxpayer has no choice but to 
include the full amount of the nominal gain in their assessable income. 

Capital losses can be offset against capital gains so as to provide maximum benefits to 
the taxpayer. Nominal capital losses are to be offset against capital gains net of frozen 
indexation or the full nominal capital gain before it is reduced to determine the 
amount included in assessable income. 

Averaging of capital gains ceased to apply to the disposal of assets after 11.45 a.m. on 
21 September 1999. 

Companies are unable to access the 50 per cent capital gains tax discount, instead 
capital gains incurred in companies are taxed at the company tax rate of 30 per cent. 


Part I: Structures 
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There is a choice of holding investments personally, in partnership with a spouse 
or partner, in a discretionary family trust, in a fixed trust, in a company, in a 
superannuation fund or in some other structure. Generally each structure may make 
similar investments to those made by an individual. There is however, a trade-off. 
While sole ownership offers simplicity, structures such as companies and trusts are 
costly to set up, have annual additional costs, and may be costly to dismantle when 
they are no longer required. 

Income splitting requires the selection of an investment structure which results in a 
reduction in the overall tax liability. An example of income splitting in its most simple 
form is when a family has one wage earner. The objective from a tax viewpoint should 
be to arrange investment income to be paid to the person earning the least amount. 

It may be financially beneficial to have income from investments paid to the non- 
earning spouse or partner. 

Factors which should be considered when determining the best income-splitting 
strategy include the: 

□ income earner's marginal tax rate; 

■ level of entitlement to Family Tax Benefit; 

■ amount of investment income; and 

■ best investment structure to satisfy long-term objectives. 

The main factors to consider when deciding the most appropriate structure are simplicity 
and cost. The simplest and least expensive option should be cost/benefit examined 
against a more costly alternative to decide whether there is any real advantage for the 
client in having a more complex structure. 

Each structure has its advantages and disadvantages and these are summarised below. 


Sole ownership 


Sole ownership is the most simple and cost-efficient way to invest unless there are 
particular business or tax reasons for doing otherwise. In the case of partnered clients, 
separate investments can be made in the separate names of each spouse or partner. 

Advantages: 

□ total control of assets; 

□ no set-up costs; 

■ taxation benefits in certain circumstances: 

□ if the spouse or partner is not working or is on a lower marginal tax rate, the 
investment can be put in the name of the lower income earner, 

■ losses can be offset against other income subject to the non-commercial loss 
provisions (discussed below), and 

□ capital gains tax concessions if assets are held longer than 12 months. 
Disadvantages: 

m borrowing ability may be less; 

■ taxation in some circumstances—if an investment is held in one name, there is no 
opportunity to split income with another person on a lower marginal tax rate; and 

■ the structure has a finite life because on the death of the investor, the investment 
must change hands; and 

e subject to PAYG instalments, and may be required to lodge monthly/quarterly 
instalment/Business Activity statements. 
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Partnership 

A partnership is a simple structure which can be used to split income. Partnerships are 

subject to the ACT and various State Partnership Acts (in the Northern Territory the 

South Australian Partnership Act applies). 

Advantages: 

u established easily and quickly; 

■ costs of set-up and operation are generally limited to those ordinarily incurred in 
purchasing and managing investments; 

■ income splitting can occur; and 

b losses can be distributed to individual partners and used to offset against other 
income, or earned forward and offset against future income (subject to the non¬ 
commercial loss provisions). 

Disadvantages: 

■ no flexibility in the sharing of income—income is shared in accordance with the 
stated shares of the tenancy in the case of tenancy in common, or in equal shares 
in the case of a joint tenancy. 

Partnerships who invest in property can be in the form of joint tenants or tenants 

in common . 


Non-commercial losses 

From 1 July 2000, laws apply to prevent losses from non-commercial business 
activities being used to reduce the tax paid on other assessable income, such as salary 
or wages. The measures apply to any individual undertaking a business activity, 
whether alone or in partnership. 

If an individual makes a net loss from a business activity, they may claim that loss 
provided they meet one of the following three conditions: 

■ the business activity is a primary production or professional arts business and the 
individual's assessable income (excluding net capital gains) not related to this 
activity is less than $40 000; or 

□ one of the four tests set out in the legislation is met (refer below); or 

■ the individual has applied for and been granted the Commissioner's discretion to 
allow the losses to be claimed. 

If the individual is unable to meet any of the three conditions, the loss will be deferred 
until one of the conditions is met or a profit is made. 

The four tests set out in the legislation are as follows: 

1 Assessable income test— where the business activity produces assessable income of 
at least $20 000. 

2 Profits test— where the business activity results in a tax profit in 3 out of the past 5 
years, including the current year. 

3 Real property test— where the individual owns or leases real property to the value of 
at least $500 000 (excluding any dwelling and adjacent land used mainly for 
private purposes) that is used on a continuous basis in the business activity. 

4 Other assets test— where other assets that the individual owns or leases and uses on 
a continuing basis in the business have a value of at least $100 000 (excluding 
motor vehicles). 
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Joint tenants 

Features: 

■ concurrent ownership in which each tenant, rather than having a distinct share in 
the property, is treated as the single owner of the entire property; 

■ at the time of purchase, investors cannot choose the extent of their share of 
tenancy income—they each receive an equal amount; 

a joint tenants cannot dispose of their interest separately; and 
a ownership passes to the survivor upon the death of a joint tenant. 


Tenants in common 

Features: 

a ownership is on the basis that all owners have distinct but undivided shares in 
the same property—each owns a specified proportion of the whole, but none can 
identify his or her particular share; 

□ the share owned can be unequal—for example, one tenant can own 60 per cent, 
the other 40 per cent; 

■ one tenant can dispose of his or her interest, or on death can will it to another 
person, while the other tenant may retain his or her interest; and 

■ there is no right of survivorship—that is, ownership does not pass to the survivor 
when one tenant dies. 


A private company 


A company is a separate legal entity formed by a number of persons who own shares, 

and it is administered by its directors. 

Advantages: 

□ Limited liability. 

b Continuity in that a company does not die or cease to exist on changes to 
its shareholders. 

□ The ability to dispose of the shares rather than the investment, thus stamp duty 
and other costs may be reduced. 

□ Flexibility in distribution of income can be arranged in the form of dividends by 
issuing different classes of shares, provided that each class has a different face 
value, or under the company's constitution rights differ as to receipt of 
dividends, receipt of any capital distributions, or exercise of voting power. 

□ Imputation credits can be passed to individual shareholders in the form of 
franked dividends. 

□ Primary tax is at the company tax rate of 30 per cent. 

b By retaining earnings in the company, those on higher marginal tax rates can 
restrict tax on investment income to 30 per cent, and they do not have to pay 
PAYG instalments personally. 

a From 1 July 2002 onwards, franked dividends are effectively received in a 

company tax free as an amount equal to the franking credit on the distribution 
is included in assessable income of the company. The company is then entitled 
to a tax credit equal to the franking credit on the distribution. The introduction 
of the gross-up and credit approach for companies replaces the old section 46 
inter-corporate divided rebate. However, unlike individuals and complying 
superannuation funds, companies are not entitled to a refund of excess 
imputation credits; instead, the full amount of the credit will be credited to the 
company's franking account. 
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Disadvantages: 

m The tax-free CPI-indexed portion of a capital gain can be held within the 

company tax free, but it cannot be distributed to shareholders tax free—because it 
has not been taxed at the company level there are no franking credits available. It 
can therefore only be paid as an unfranked dividend, which will be fully taxable 
in the shareholders' hands. Additionally, when the company is liquidated it will 
also be taxed in the shareholders' hands. 

■ Significant additional costs are incurred in the incorporation and administration 
of the company, and further costs are involved in dissolving a company if it is 
liquidated because it is no longer required. 

■ Losses cannot be distributed to shareholders, they can only be carried forward and 
offset against future profits. 

■ A company is subject to the many rules and regulations contained in the 
Australian Corporations and Securities Legislation. 

□ Additional requirement to lodge an annual return, together with an annual fee of 
around $200, with the Australian Securities and Investments Commission (ASIC). 

■ Capital gains are not concessionally taxed. 


A trust 


A trust is governed by rules contained in the trust deed which sets out the rights and 
obligations of the people concerned with it. Once the trust deed is executed 
arid stamp duty is paid, the trust deed is a legal document. 

A trust provides a legal way of splitting investments between beneficiaries. 

These beneficiaries can include a wide range of family members. 

A trust splits ownership into a legal component and an equitable component. The trustee 
has legal title to the investments but is legally bound to safeguard or actively exploit the 
trust property on behalf of the beneficiaries who have the equitable or beneficial 
ownership of the investments. 

There are two ways a trust can be created: 

■ by a settlor, during the settlor's lifetime; or 
d by the will of a person who has died. 

There are several types of trust. In the following discussions we look at unit trusts, 
discretionary trusts and superannuation funds (which are also trusts). Testamentary or 
will trusts are discussed in Module 6. 


Unit trust 

A unit trust is divided into units which are owned by unit holders and it is 
administered by a trustee. Income is then split according to the number of units 
owned. Growth or losses are reflected in the unit price (or less commonly, in the issue 
of additional units in the case of growth). The trustee of a unit trust is not subject to 
tax on its non-accumulated net income unless it is classified as 'corporate' or 'public'. 


Unit trusts which are 'corporate' or 'public' 

Certain corporate or public unit trusts are taxed as companies and therefore are 
subject to imputation arrangements. Some of these trusts offer specialised investment 
products in which emphasis is placed on a portfolio of shares which pay a high 
proportion of franked dividends. The benefits of these dividends pass through the 
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unit trust structure to the individual unit-holder via the imputation system. A unit 
trust is public or corporate for this purpose if the units tmst's activities are not 
restricted to 'eligible investment business' and the units are: 

■ listed on a stock exchange; 

■ held by 50 or more persons; or 

■ available for investment by the public. 

Trusts which have 20 or fewer persons holding 75 per cent or more beneficial interest 
are not subject to these rules. 

In addition, a unit trust is considered to be public or corporate if held by exempt 
entities or superannuation funds, approved deposit funds or pooled superannuation 
trusts entitled to 20 per cent or more of trust moneys paid to unit holders or holding a 
beneficial interest in 20 per cent or more of the trust's income or property. This applies 
regardless of the number of persons holding a beneficial interest in the unit trust, and 
so can apply where a self-managed superannuation fund has a 20 per cent or more stake 
in a unit trust whose activities have not been restricted to eligible investment business. 

Eligible investment business is defined as those: 

■ investing in land and property to derive rent; 
ca investing or trading in: 

o unsecured loans, 

■ bonds, debentures, stocks and securities, 

B shares in a company, 
b units in a unit trust, 
b life assurance policies, 
b the following contracts: 
futures, 
forward, 

interest rate swap, 
currency swap, 

- forward exchange rate, or 

- forward interest rate 

. a right or option in respect of such a loan, security, share, unit, policy or 
contract; or 

- any similar financial instruments. 


Discretionary trust 

A discretionary trust is usually created by a settlor who settles money or property 
(called the settled sum) on trust with a trustee, who in turn holds the trust property 
for the benefit of beneficiaries, as illustrated in Figure 3.8. 


Figure 3.8 
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A settlor cannot receive any benefit from a trust he or she created. 

In a discretionary trust, income is distributed in accordance with the discretion 

exercised by the trustee. 

Advantages of trusts: 

u the trustee can distribute income and capital in varying amounts between the 
beneficiaries each year, and can even distribute different types of income to 
different beneficiaries to the extent that the power to do so has been conferred in 
the trust deed; 

■ flexibility in the distribution of income to selected beneficiaries in order to 
minimise tax (discretionary trusts only); 

■ any real capital gain on the sale of an asset is subject to tax only in the 
beneficiaries' hands; 

■ benefits and income can be passed on to beneficiaries or unit holders without 
ownership of the investments; 

■ by being the appointor (of the trustee), control of investments can effectively be 
retained by the person placing the assets in the trust; 

■ limited liability is available if the trustee is a company, so that the individual 
trustee is not personally liable for debts; and 

b a trust has a semi-permanent existence (usually 80 years). 

Disadvantages of trusts: 

d where an investment is negatively geared in the trust, losses can only be offset 
against income within the trust and cannot be distributed to beneficiaries to be 
offset against their other income; 

■ when grossed-up dividends are less than net losses from other sources, not only is 
the franking credit benefit lost, but the carry forward losses are reduced by the 
amount of the franking credit; 

■ the cost of creating and administering the trust may be significant; 

■ tax minimisation opportunities may not be sufficient to offset the costs involved; 

■ trust law is complex; 

■ government intervention has reduced some of the tax savings and flexibility 
previously enjoyed; 

m for unit trusts, there is an inflexibility of distribution of income because income 
distributions are made in accordance with the units held; 

b loss of ownership where assets are given to a trust; 

a comply with trust loss provisions and family trust rules; and 

b for unit trusts, when the tax-free CPI-indexed portion of a capital gain is 

distributed to shareholders, the cost base of the units reduces, thus the portion is 
not distributed to unit holders tax free because when the units are sold additional 
tax will be payable. 


A self-managed superannuation fund 


Superannuation funds are trusts. A trust is not a legal entity, but its trustee holds funds 
for the benefit of the members or members' dependants. A superannuation fund is 
governed by rules contained in the trust deed. 

Section 17A of the Superannuation (Industry) Supervision Act 1993 defines a self-managed 
superannuation fund as a fund where: 
b there are less than five members; and 
a all members are trustees and there are no other trustees; and 
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■ no member is an employee of another member (or of an associated person), unless 
they are a relative of a member or business partners who are directors of the 
employer sponsor; and 

■ the trustee receives no remuneration for its role. 

Advantages: 

■ excess imputation credits are refundable; 

■ maximum of 15 per cent rate of tax on taxable income if the fund is a 
complying fund; 

■ complete knowledge and control of the investment decisions and asset mix 
either directly or via a professional adviser or fund manager; 

■ flexibility to change investments and to pay a pension in retirement; 

s costs for compliance and administration may be relatively less than in a public 
offer superannuation fund—this will vary with the number of transactions and 
types of investments held; and 

■ concessional treatment on capital gains for assets held longer than 12 months. 

Disadvantages: 

□ 47 per cent rate of tax if the fund becomes a non-complying fund; 

□ must have a certain level of funds for it to be cost effective and for there to be the 
opportunity to diversify; 

■ more personal involvement and responsibility, including the requirement to 
comply with tax and superannuation legislation; 

■ money usually locked into the fund until retirement; 

b compliance and administration costs may be relatively higher than a public 
superannuation fund due to economies of scale, particularly if the fund has low 
capital or there are a variety of transactions and types of investments; 

■ no access to Superannuation Complaints Tribunal in the case of a dispute; and 

■ government intervention has reduced some of the flexibility of investments. 

The taxation of self-managed superannuation funds is covered in Module 5. The taxation 

of the other structures is covered in the CPA Program Taxation segment. 


Choosing a structure 


The appropriate structure for investments will depend on many factors including the 
client's age, family situation, amount of current and potential future investments, size 
and type of investments, risk profile, time horizon and need for flexibility. 

The most flexible structure can be a discretionary trust provided the trust deed 
has been drafted widely and reduces the need to pay CGT on investment assets 
transferred between family members. This flexibility is because of the ability in a 
discretionary trust to vary distributions to the different beneficiaries from year to year. 
However, losses cannot be distributed to individuals from a trust or company and a 
family trust election may be required. Such an election has the disadvantage of 
limiting distributions to a specified family group. Table 3.9 provides a general 
comparison of the different types of investment structures. 
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Table 3.9 


Comparison of investment structures 



Source: Adapted from Taxpayers Australia (1999), 1999 Tax Summary, Taxpayers Australia, East 
Kew, Vic., pp. 502-3. 
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Factors to consider when investing money 


The following factors need to be considered and discussed with your client when 
investing money: 


Security: 

Have you studied the available information? 


Does the management inspire your confidence? 

Integrity: 

Is the management experienced, recognised and skilled? 

Charges: 

Are management charges reasonable and competitive with 
other investments? 

Return: 

How much income will you earn from your investment? 

Are you receiving a competitive rate of return? 

Growth: 

Will the investment grow at least at the rate of inflation or better if 
the business environment is good? 

Accessibility: 

Are you able to readily access your money? 

How long will you have to wait? 

Risk: 

Is there capital risk due to fixed interest rates? 

Is there cash flow risk due to changing interest rates? 

Flexibility: 

Can you redeem some of your investment without upsetting the 
whole plan? 

Taxation: 

How will your tax be affected? What rebates can be claimed? 

Social security: 

How will social security pensions and/or allowances be affected by 
this investment? 


The relative importance of each of these factors will vary according to the type of 
client dealt with and the nature of the investments. 


Source: Adapted from 'An objective appraisal of investments', J.B. Were & Son, Melbourne. 
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Part J: Review 


In this module we have examined in detail the means to identify and evaluate the 
most common investment options for building a portfolio. Risk, return, liquidity, 
accessibility, flexibility and tax implications for investment choices have been 
outlined as they relate to individual strategies and broad areas of investments 
available. An investor may choose to make direct investments in shares or property, or 
invest via a managed investment structure. Investments can be made individually or 
via an alternative structure such as a partnership, unit or discretionary trust, company 
or superannuation fund. As you are now aware, each structure has its own advantages 
and disadvantages. 

You have learned that there is no difference in the analysis of managed funds and 
direct investments. Both require assessment of the characteristics of the investment's 
risks and returns coupled with the individual investor's objectives, position in the life 
cycle and attitude to risk. 

The types of direct investments covered included shares, interest-bearing securities and 
property. The major types of shares and related investment instruments have been 
discussed because they often play an important part in an investment portfolio. 

Direct share investments and managed share trusts provide a wide choice of 
investment whether an investor's objective is for security, income capital gain or a 
combination of both. 

Investors can use ratios to compare and evaluate the yields on shares by calculating 
dividend yield, earnings per share and price/earnings ratio using publicly available 
financial information. Dividend imputation is an important consideration for 
investors and its taxation effect in investment planning is discussed. 

Fixed interest securities, including bonds, notes and debentures have been 
examined in detail because they can make up the major holdings of investment funds. 
Smaller individual investors tend to invest into fixed interest investments through 
superannuation funds, life insurance companies and unit trusts. 

Direct investment in real estate, such as in a commercial or residential property, can 
produce both capital gain and income streams in the form of rent. Real estate 
investment and its advantages, disadvantages and tax implications as an investment 
have been discussed. 

We have described in detail the different types of managed investments. These can be 
used in the design of portfolios that produce income and capital growth in 
proportions that best suit an investor's needs. Managed products available include a 
variety of unit trusts that can give the investor a range of options to satisfy risk/return 
and income/capital growth objectives. Managed funds provide a diversified range of 
alternatives to investors under professional management. 

Risk management plays an important part in the selection of an investment portfolio. 
Derivatives are used as a risk management tool where there is exposure to foreign 
currency exchange rates, interest rates and commodity prices. Derivatives and their 
use as hedging have been outlined briefly, and gearing benefits and risks have been 
discussed also. 

Finally, types of investment structures such as sole ownership, partnerships, trusts 
(including self-managed superannuation funds) and companies have been outlined. 
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SUGGESTED ANSWERS 


3.1 


Suggested answers 


Question 3.1 


The four fundamentals of prudent investing are that the investor should: 

□ live within his or her means; 

■ establish an on-going saving and investment program; 

■ establish a credit rating so that investment loans can be arranged readily; and 
d have appropriate insurance in place. 


Question 3.2 


An investment of $100 000 will incur transaction costs whether it is made in listed 
shares, direct property investments or managed investments. 

Listed shares incur an entry and exit fee in the form of brokerage to a stockbroker. 

Direct property investments incur set-up costs of borrowing and conveyancing costs on 
purchase. Estate agents charge fees for finding a tenant which may be one to one-and- 
a-half week's rent, collection fees based on a percentage of gross rent and about 
2 per cent of the sale price when a property is sold privately or 5 per cent to 8 per cent 
when the property is auctioned. Other ongoing costs include body corporate fees, land 
tax, rates and insurance. 

Managed investments can incur entry and exist costs from nil to five per cent, and 
annual management and trustee charges of up to about 3 per cent. 


Question 3.3 


Dividend yield = ($1.50/$10.00) x 100 =15% 

Earnings per share = $ 1 000 000/400 000 = $2.50 

Earnings yield = ($2.50/$ 10.00) x 100 =25% 

Dividend-payout ratio = ($600 000/400 000) x 100/($ 1 000 000/400 000) = 60% 
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SUGGESTED ANSWSERS 


Question 3.4 


a 

Taxable income: 



Franked dividends 

$ 

3 500 


Imputation credit ($3500 x 30/70) 

1500 


Unfranked dividend 

1 140 


Superannuation pension 

30 000 


Other taxable income 

50 000 


Assessable income 

86140 


Less the deductible amount of pension 

14 000 


Taxable income 

72 140 

b 

Tax credits and rebates: 



15% rebate on $16 000 super pension 

2 400 


Imputation credit 

1 500 


Total tax credits and rebates 

3 900 

Question 3. 

i 


Negative gearing is not appropriate for people on low incomes because their marginal 
tax rate is lower and therefore they cannot take full advantage of the tax deductions. 

Negative gearing is a high risk strategy, especially for people with low incomes, because: 

□ 

their cash flow is low, so they are less able to fund an increase in interest rates; 

□ 

borrowing magnifies losses if the price of the investment falls; 

□ 

in a lower inflation environment capital gains are likely to be lower; and 

□ 

capital losses may occur. 


Question 3. 

1 




The market value (MV) of these investments falls to $70 000 

Loan ($ 100 000 x 0.50) $ 50 000 

less lending ratio on the new MV of securities ($70 000 x 0.50) $35 000 

Difference $15 000 

Therefore, Ms Smith is required to either: 


i repay $15 000 to bring the ratio of the loan to the MV of the securities held, or 

ii provide additional securities for the loan. In this case, the MV of securities will be 
($15 000 / 0.50) = $30 000, or 

iii sell sufficient securities to meet the margin call. An extreme case is that the 
portfolio value falls below the balance of the loan account, and Ms Smith loses all 
her investment and additionally has to pay the balance owing on the loan after 
the portfolio is liquidated. 
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4.3 


Preview 


Introduction 

With almost universal superannuation coverage for employees and tax incentives for 
the self-employed, superannuation is a key investment for most people, and forms an 
important part of the financial planning process and retirement planning. 

Modules 4, 5 and 6 incorporate a life-cycle approach to superannuation, and deal 
with each of the three stages of the superannuation life cycle. The three stages 
discussed in these modules are the contributions stage (Module 4), superannuation 
funds (Module 5) and superannuation benefits (Module 6). Module 6 also discusses 
wider issues including other payments on termination of employment and estate 
planning. The life-cycle approach to superannuation can be represented as follows: 



The life-cycle approach to superannuation and how it links Modules 4, 5 and 6 is 
expanded on in this module. However, the major part of Module 4 concentrates on 
contributions and related issues as this is the first stage of the life cycle. 

In particular, this module will cover: 

■ government policy and objectives; and 
a superannuation contributions, including 
b employer contributions, 
b employee contributions, 

B self-employed contributions, 

B CGT exemption to fund retirement, 

□ spouse contributions, 
b Superannuation Guarantee Charge, 
b small superannuation amounts, and 
b Superannuation Contributions tax (surcharge). 


Objectives 

At the conclusion of this module, you should be able to: 

b understand government policy and objectives in encouraging, and enforcing 
superannuation coverage for both employees and self-employed people; 

■ outline the important role of superannuation contributions in financial 
planning and retirement planning; 

a know who can make contributions and the taxation and deductibility 
of contributions; 

b explain Superannuation Guarantee obligations; 

b discuss legislation available to protect small superannuation amounts; and 

b explain how the Superannuation Contributions tax system works. 
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Part A: Life-cycle approach to superannuation 


This part briefly discusses the life-cycle approach to superannuation and relates the 
three stages of superannuation to the discussion of these stages in Modules 4, 5 and 6. 
Once you have completed the three modules you may like to review this part to assess 
your understanding of the overall perspective of the life cycle of superannuation. 

In Modules 1 and 2, you studied changes in priorities for people at various stages of 
the life cycle. Most young people tend to 'live for today' and few perceive the need to 
provide for their old age, therefore they tend not to make voluntary superannuation 
contributions. Younger employees with family responsibilities become more aware of 
the need to consider the security of their family in the event of premature death or 
disability. This group may make additional voluntary superannuation contributions, 
sometimes by way of salary sacrifice (as discussed in Module 2, 'Part B: Remuneration 
planning'). Self-employed people often maximise superannuation contributions to 
reduce their tax liability. However, a person's choice to make superannuation 
contributions will depend upon his/her cash-flow position and other factors. 

As people approach retirement, they become increasingly aware of the issue of saving 
for retirement so that their lifestyle is maintained. This group may try to maximise 
superannuation contributions by salary sacrifice, or by making additional personal 
contributions out of after-tax dollars. At this stage of their life, people may have excess 
cash and may be able to make significant contributions. Once retired, people are 
primarily concerned with maintaining an adequate level of income support. 

Voluntary contributions can be made by both individuals and their employers. 

In addition, employers are also required to provide compulsory superannuation for 
their Superannuation Guarantee (SG) employees. Therefore, most employees will have 
some superannuation support from their employers. 

The life cycle of superannuation has three distinct stages: 

■ when and how contributions are made to superannuation (the contribution stage); 

□ the superannuation fund—regulation and taxation (the investment stage); and 

□ payments of benefits—how they can arise and be paid, calculation, taxation, 
strategies to maximise income, and estate planning issues (the benefit stage). 

We will discuss these three stages in Modules 4, 5 and 6. Table 4.1 provides a brief 
overview of the three stages of the life cycle of superannuation, being contributions, 
funds and benefits. 


Table 4.1 

Superannuation life-cycle stages 


Stage 1: Contributions 
(Module 4) 

Stage 2: Superannuation fund 
(Module 5) 

Stage 3: Benefits 
(Module 6) 

Who can make the contributions 

Accumulation of benefits: 

When can they be paid? 

and when? 

d Earnings on capital 

□ 

ETPs 

□ Employee 

□ Complying funds 

□ 

Redundancy and early 

b Employer 

□ Non-complying funds 


retirement 

» Self-employed 

□ Defined benefit funds 

a 

Death benefit ETPs 

■ Rollovers 

d Defined contribution funds 

■ 

Other termination payments 

a Spouse 

□ Employer sponsored funds 

E 

Rollovers 


a Self-managed funds 

a 

RBLs 


a Regulations 
■ Operating standards 

■ 

Income streams 
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Commonwealth Acts relevant to superannuation are as follows: 

■ Superannuation Industry (Supervision) Act 1993 (SIS); 

u Corporations Act 2001 (Cwlth); 

■ Income Tax Assessment Act 1936 (ITAA 1936); 

■ Income Tax Assessment Act 1997 (ITAA 1997); 

■ Superannuation Guarantee (Administration) Act 1992 (SGAA); 

■ Superannuation (Resolution of Complaints) Act 1993; 

■ Superannuation Supervisory Levy Act 1991; 

■ Small Superannuation Accounts Act 1995; 

■ Fringe Benefits Tax Assessment Act 1986 (FBTAA); 

■ Superannuation Contributions Tax Imposition Act 1997; and 

■ Superannuation Contributions Tax (Assessment and Collection) Act 1997 . 

Applicable regulations for these acts are also noted where relevant. 
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Part B: Overview of SBiperamimation 

Superannuation is a method of providing retirement benefits for a person by making 
contributions for that person to a superannuation fund during the member's life 
until retirement. The employer, employees and sometimes members and spouses, 
contribute to a fund. Generally, member benefits are paid on cessation of work, either 
because of age, invalidity or death, or at age 65. Benefits may be either a lump sum, an 
income stream, which are periodic payments such as pensions and annuities, or a 
combination of lump sum and income stream. 

Superannuation benefits arise due to: 

□ employer superannuation support to satisfy Superannuation Guarantee 
or award obligations; 

■ remuneration planning (see Module 2) resulting in some form of 
superannuation contributions; 

□ self-employed/personal contributions; 

□ spouse contributions; 

b rolling over the capital gains made on retirement of a business; 

□ rolled over employer termination payments; and 

□ earnings within the fund. 


Eovernment policy and objectives 

Government policy is designed to encourage individuals to contribute to their own 
and their low-income, or non-working, spouse's retirement income rather than relying 
exclusively on the Age Pension. Compulsory superannuation coverage is a major 
policy aimed at addressing the issue of an ageing population which is being supported 
financially via the Age Pension by a proportionally shrinking working population. 

The Government encourages superannuation investment by: 

■ providing tax deductions for employers and self-employed persons contributing to 
superannuation (up to specified limits in most circumstances); 

a providing co-contributions to lower income employees and tax rebates for 
contributions made for low-income or non-working spouses; 

■ allowing concessional tax rates on the taxable income of superannuation funds 
that comply with relevant legislation; 

h providing concessional tax rates on benefit payments; 
a making social security benefits increasingly more difficult to obtain, by the 

application of the assets test and the income test whilst at the same time providing 
generous testing of long-term income streams (discussed in Module 7); and 
a limiting the tax rate on eligible termination payments. 

In addition, the Government has recently announced a number of additional 
measures designed to further encourage superannuation investment. A brief overview 
of these proposed changes is given in Appendix 4.1. 
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Overview of superannuation providers 


Superannuation contributions can be made to a number of different entities that 
provide superannuation. Most superannuation providers are superannuation funds. 
They can also be approved deposit funds (for rollover moneys), retirement savings 
accounts (RSAs) or life insurance companies. 

A superannuation fund is in most cases set up as a trust governed by rules known as 
the Trust deed', and is often called a 'superannuation scheme'. The fund is established 
when the trust deed creating it is executed and stamped and assets/contributions are 
made to the fund. The trust deed is a legal document which sets out the rules, rights 
and obligations of those concerned with the superannuation fund and the trust deed. 
The trustee of the fund holds the assets of the fund for the benefit of its members and 
their dependants. The trustee is responsible for the operations of the fund. 

Some government superannuation schemes are established not by trust but by an Act 
of parliament, with rules and a governing body as determined under the Act. 

Figure 4.1 illustrates the basic structure and operation of a complying superannuation 
fund. 


Figure 4.1 



The ATO regulates self-managed funds and APRA regulates non-self-managed funds. The ASIC 
is also responsible for regulating some aspects of a super fund's operations. 
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Regulation of superannuation funds 


The Superannuation Industry (Supervision) Act 1993 (Cwlth) (SIS Act) and its Regulations 
provide the rules which must be complied with by regulated superannuation funds, 
approved deposit funds and pooled superannuation trusts (called superannuation entities 
in the SIS Act). Figure 4.2 shows that these providers are eligible for concessional taxation 
treatment when they are regulated by and comply with, the SIS Act. Separate legislation 
applies to the operations of retirement savings accounts (RSAs). This legislation largely 
mirrors the SIS legislation. 


Figure 4.2 



Our main emphasis in this segment of the CPA Program is on complying superannuation 
funds. While many of the regulations relate to all superannuation providers, ADFs, PSTs 
and RSAs are only briefly overviewed. 

A superannuation fund must comply with the SIS Act and its Regulations to be a 
complying fund and eligible for the 15 per cent concessional tax rate on its taxable 
income. If the fund is not a complying fund, its taxable income is taxed at 47 per cent 
and it loses a number of other tax concessions available to complying funds. 

Under the SIS Act, a superannuation fund can only be a complying fund if: 
b it has lodged an irrevocable election to be a regulated superannuation fund; and 
a has received a written notice of compliance acknowledging this election. 

These elections are lodged with the Australian Taxation Office (ATO). 

The SIS Act contains many prudential requirements in the form of prescribed operating 
standards which apply to superannuation funds, ADFs or PSTs. The Corporations Act 
2001 (Cwlth) contains provisions relating to disclosure of information to members and 
other interested parties. The ATO regulates self-managed funds and APRA regulates all 
other funds. The Australian Securities Investments Commission (ASIC) is also involved 
in the regulation of super funds. The responsibilities of these regulators are outlined in 
the SIS legislation and in the Corporations Act. 

A self-managed fund does not have to comply with all of the requirements of the 
SIS Act or the Corporations Act which apply to non-self-managed funds. Self-managed 
funds are funds with less than five members, all the trustees are members, all the 
members are trustees, no member is an employee of another member unless they are 
related, and the trustees do not receive remuneration for their trustee services. 

Unless otherwise stated, the following discussion relates to a complying superannuation 
fund, which has elected to be regulated, and sections quoted and/or referred to are from 
the ITAA 1936 or ITAA 1997. 
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Part C: Superannuation contributions 


Superannuation contributions are generally made by employers, employees, 
self-employed people and spouses. It is important to note that all contributions from 
1 July 1999 are subject to full preservation (as outlined in Module 6). 


Employer contributions 


Employers may make superannuation contributions for their employees: 

■ to satisfy Superannuation Guarantee or award/enterprise agreement obligations; 

■ voluntarily; or 

■ as a result of a salary sacrifice arrangement. 


Claiming a tax deduction for contributions 

As with any expense of a business, a taxable employer will endeavour to claim a tax 
deduction for superannuation contributions paid. The deductibility of superannuation 
contributions is governed by s. 82AAC of the Income Tax Assessment Act 1936 (Cwlth) 
(ITAA 1936). 

For an employer to be able to claim a tax deduction for superannuation contributions, 
the following must generally apply: 

■ The contributions must be made to a fund for the purpose of providing 

superannuation benefits for an eligible employee, that is an Australian resident 
who is employed by a taxpayer, engaged in the business of the taxpayer, or, if a 
non-resident, engaged in producing income of the taxpayer that is assessable in 
Australia (s. 82AAA(1)). Contributions may also be made for the benefit of a 
member's dependants in the event of the member's death (dependant includes 
the spouse or de facto spouse and any child of the employee—regardless of 
whether they are in fact dependent upon the employee. Because the definition 
of dependant is not exhaustive, presumably dependant also assumes its common 
meaning of 'those who are dependent upon the person for their support', that is 
financially dependent). 

□ The contribution must be within the relevant age-based limit. 

□ In the year when the contribution is made: 

■ the fund must be a complying fund (s. 82AAC(1)), or 
n the employer making the contribution had reasonable grounds upon or 
before making the contributions, to believe the fund is a complying fund, 
because a written statement had been obtained from the trustee of the fund 
that the fund was a resident regulated superannuation fund and was not 
subject to direction by the regulator that stopped the trustee from accepting 
the contribution (s. 82AAD). 
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Who can claim a deduction for a contribution for an employee? 

Under s. 82AAA, the following can claim a tax deduction for contributions made for 
the benefit of an employee: 

□ an employer; 

■ any partner in a partnership which is an employer; and 

□ if the employer is a company: 

■ a person or a company with a controlling interest in the employer; 

■ a company in which a controlling interest is owned by an individual or company, 
which also owns a controlling interest in the employer—for example, a subsidiary 
contributing for an employee of another subsidiary of the same group; and 

■ an arm's-length person owning shares in the employer. 

The Full Federal Court has recently held in Harris v. FCT (2002) FCAFC 226 that the 
company in which Mr Harris has a controlling interest was not entitled to a deduction 
for superannuation contributions made on behalf of Mr Harris. This was due to 
Mr Harris having the controlling interest in the company and thus being treated as 
the same person as the employee receiving the superannuation benefit—i.e. they cannot 
be the same person. This decision was upheld in Prebble v. FCT (2003) FCAFC 165. 

A recent amendment further clarifies the wording in s. 82AAA to ensure that an eligible 
employee is someone other than the taxpayer, that is they cannot be the same person. 


Maximum deduction limits 

The maximum tax deductible superannuation contributions that an employer 
can make for employees, are determined on age-based deduction limits (s. 82AAC) 
for contributions made to complying funds. The age-based limits for 2000/2001, 
2001/2002 and 2002/2003 are shown below. They are indexed annually to average 
weekly ordinary time earnings (AWOTE). 


Maximum deductible amount employer contributions—age-based limits (s. 82AAC(2A)): 


Aged under 35 years 
Aged 35 to 49 years 
Aged 50 years and over 


2001/02 2002/03 

$11 912 12 651 

$33 087 35 138 

$82 054 87 141 


2003/04 
13 233 
36 754 
91 149 


The age-based limits are based on the member's age when the last contribution made 
in respect of the employee is made during the contributor's year of income. 


Example 4.1 


An employer makes one superannuation contribution of $25 000 to a complying fund on 
30 April 2004, for an employee who turns age 35 on 31 May 2004. The employee’s deduction limit 
for that year is $13 233, because the employee was under age 35 when the last contribution in the 
income year was made. 


Example 4.2 

During 2003/04, Toe Pty Ltd employed a total of 22 employees—10 were under age 35,10 between 
ages 35 and 49, and two at least aged 50 at the time superannuation contributions were made to a 
complying fund. 

In respect of each employee, Toe Pty Ltd is entitled to make tax deductible superannuation 
contributions, up to the lesser of: 

■ the contributions made for the employee; and 

■ the age-based limit applicable to that employee. 
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Interest paid on borrowings to pay contributions 

Employers can claim an income tax deduction for interest on borrowings to pay 
superannuation contributions where the contributions are deductible under s. 82AAC. 


Deposits made to the Superannuation Holding Account Reserve (SHAR) 

Employers can claim an income tax deduction for deposits (usually made to provide 
the required level of superannuation support for employees to avoid incurring a 
liability for the Superannuation Guarantee Charge) of up to $1200 to the ATO 
collection system, called the Superannuation Holding Account Reserve (SHAR), for 
each employee annually (s. 82AAF). The Superannuation Guarantee Charge and the 
SHAR are discussed later in this module. 


Contributions for a company director 

A company can claim a tax deduction for superannuation contributions on behalf of a 
company director. Section 82AAA(2) says that a company director is taken to be employed 
by the company for the purposes of eligibility for superannuation contributions. 


Contributions to non-complying funds 

Employers are not able to claim a deduction for contributions knowingly made to a 
non-complying superannuation fund. Such contributions are also subject to fringe 
benefits tax. 

Contributions are not deductible, and not subject to FBT (if the fund is a non-resident 
superannuation fund), for an exempt visitor. An exempt visitor is an employee resident 
in Australia who holds a temporary entry permit of less than four years. New Zealand 
citizens (who do not require temporary entry permits) also meet the definition if they 
have not been continuously resident for over four years and have not settled 
permanently in Australia (s. 517). 


Example 4.3 

A corporate employer paid $100 000 in superannuation contributions to a resident non-complying 
superannuation fund for an eligible employee on 1 August 2003. Regardless of the employee's 
age, the employer will not be able to get a tax deduction for the contributions. FBT of $94 174 is 
payable on the grossed-up amount—that is, $100 000 x 1/(1 - 0.485) = $194 174 for the 2003/04 
FBT year. 


Salary sacrifice contributions 

Salary sacrifice contributions are treated as employer contributions as they come from 
an employee's pre-tax salary package. 

These contributions are therefore subject to the relevant age-based limits along with 
the other employer contributions that may be made (including the employer 
Superannuation Guarantee (SG) contributions). 

Where an employee wishes to salary sacrifice, for example some of normal income or 
expected bonus, he/she must make sure that it is a prospective arrangement and not 
retrospective. That is, the arrangement should be made prior to the salary or bonus 
being earned. 
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In AAT Case [2003] AATA 17, Re Wood and Federal Commissioner of Taxation 51 ATR 1227, 
it was ruled that a taxpayer could not validly salary sacrifice accrued bonuses which had 
been previously earned over a period of years but which had not yet been paid. 

If required, further information on this topic can be found in Tax Ruling TR 2001/10. Y ou can 
download this Ruling from the Australian Taxation Office's web site <http://www.ato.gov.au> 
(accessed May 2004). 


EsupBeyee contributions 

Employees are generally unable to claim a tax deduction for personal contributions 
unless they fall under the 'eligible person' 10 per cent rule discussed below, permitting 
a substantially self-employed person to seek a deduction. 

Individuals aged between 70 and 75 years and who are working at least 10 hours per 
week are able to make personal superannuation contributions. However, they are 
unable to claim a deduction for these contributions. 

Unless an employee is a substantially self-employed person, the only tax-effective 
option available for making superannuation contributions is via salary sacrifice 
into superannuation. 

You may like to review Part B of Module 2 which discusses remuneration planning. 

Even where a taxpayer is substantially self-employed, not all of the self-employed 
contributions are deductible: 25 per cent of the contribution above $5000 ($3000 for 
years up to and including 2001/02) is not deductible. However, where the 'eligible 
person' 10 per cent rule is satisfied, the employee may gain the benefit from both 
deductible employer contributions and self-employed contributions. 

Salary sacrifice contributions are treated as employer contributions and are deductible 
to the employer as mentioned above. It is also important to make sure that the salary 
sacrifice arrangement is effective and is made on a prospective basis (i.e. before the 
employee has earned it). 


Co-contribution of superannuation 

It was announced in the 2002 Federal Budget that from 1 July 2002, the $100 tax 
rebate for low-income earners' superannuation contributions would be replaced with a 
Government paid co-contribution of up to $1000 for eligible low-income earners. 

By the time it was passed, the legislation was modified from the original 
announcement, so that individuals with assessable income plus reportable fringe 
benefits of up to $27 500 (in place of $20 000) are eligible for the full rebate. A partial 
rebate is available for those with assessable income plus reportable fringe benefits up 
to $40 000 (in place of $32 500 as originally proposed). The rebate phases out at 
8 cents for each $1 of assessable income over $27 500. It applies to contributions 
made on or after 1 July 2003. 

Further changes are proposed for the 2004/05 year. See Appendix 4.1. 

To be eligible, individuals must be less than 71 years of age and must be ineligible to 
claim a deduction for their personal superannuation contributions. The matching 
contributions will be treated as undeducted contributions. 
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Question 4.1 

The following information relates to Mavis in 2003/04: 
Assessable income $30 000 

Personal Superannuation contributions $500 

How much of a co-contribution will be made for Mavis? 


'Eligible persons' contributions: The 10 per cent rule 


Section 82AAT(2) provides that a person who meets the test for eligibility set out 
below (generally, a self-employed or substantially self-employed person) can claim a 
deduction for personal contributions to a complying superannuation fund of the 
lesser of: 

■ the contribution if less than $5000 ($3000 for 2001/02 and earlier years); 

■ $5000, plus 75 per cent of the excess over $5000 (if any) ($3000 for 2001/02 and 
earlier years); and 

a the taxpayer's age-based deduction limit. 

The maximum contributions required for 2002/03 and 2003/04 to reach the age-based 
deduction limits are as follows: 



2002/03 

2003/2004 

Aged under 35 years 

To claim the maximum deduction contribute 

15 201 

15 977 

Maximum deductible amount ($5000 + (75% x $10 977) 
(Maximum deductible amount ($5000 + (75% x $10 201)) 

12 651 

13 233 

Aged 35 to 49 years 

To claim the maximum deduction contribute 

45 184 

47 338 

Maximum deductible amount $5000 + (75% x $42 338) 
(Maximum deductible amount ($5000 + (75% x $40 184)) 

35 138 

36 754 

Aged 50 years and over 

To claim the maximum deduction contribute 

114 521 

119 865 

Maximum deductible amount $5000 + (75% x $114 865) 
(Maximum deductible amount ($5000 + (75% x $109 521)) 

87 141 

91 149 


Any amount not able to be claimed as a tax deduction is treated as an undeducted 
contribution—that is, the 25 per cent of contributions of the amount over $5000 
which is not deductible: 

□ is treated as an undeducted contribution; 

■ does not form part of the taxable income in the fund; 

□ does not form part of the person's RBL; 

■ is returned tax-free when paid out as part of a lump sum ETP; and 

■ is included in the 'deductible amount' calculations when paid out as part of a 
pension benefit payment. 
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Example 4.4 

If Jim, a 30-year-old self-employed person, contributes $11 000 to superannuation in 2003/04, the 
deduction is the lesser of: 

■ $13 233 (the maximum annual deductible amount for a person under age 35); and 

□ $5000 + (75% x 6000); i.e. $9500. 

Jim is entitled to claim a deduction of $9500. The balance of $1500 is treated as an undeducted 
contribution. 


Question 4.2 

Charles, a 48-year-old self-employed person, contributes $30 000 to superannuation in 
2003/04. What deduction can he claim? 


Tests of eligibility for a deduction under s. 82AAT(2) 

Generally a claim for a deduction for personal superannuation contributions under 
s. 82AAT in the income year can only be made if a taxpayer is an 'eligible person' or 
can rely on the '10 per cent rule'. 

Who is an eligible person? 

An 'eligible person' is a taxpayer who cannot reasonably expect superannuation 
support from an employer which results in benefits being provided on retirement or 
on his or her death to dependants (e.g. a self-employed sole trader or partner). 

A taxpayer is not entitled to deductions for personal superannuation contributions if: 

■ another person for his or her benefit during the income year: 

B has an ongoing commitment to provide superannuation support, whether or 
not contributions are actually made in that income year (This includes a 
requirement under any occupational superannuation arrangement; the 
terms of a trust deed; or Superannuation Guarantee legislation to pay the 
Superannuation Guarantee Charge for the taxpayer. An employer is not 
required to provide superannuation support in very limited circumstances; for 
example, to an employee who earns less than $450 each month and to part- 
time employees under age 18.); or 

a makes deposits into the Superannuation Holding Accounts Reserve; or 

□ the taxpayer is a member of a public sector superannuation scheme which 
provides retirement and death benefits and which can be expected to take the 
taxpayer's service during the current income year into account. 


The 10 per cent rule 

A taxpayer can use the '10 per cent rule' to claim a deduction for personal superannuation 
contributions under s. 82AAT where employer superannuation contributions are made 
which relate to eligible employment; and the sum of assessable and exempt income and 
reportable fringe benefits from all eligible employment is less than 10 per cent of that 
person's assessable income and reportable fringe benefits (s. 82AAS(3)). This usually 
applies to a person who receives at least 90 per cent of their assessable income from being 
self-employed, or from investments and/or trust distributions. 
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Once at least 10 per cent of assessable and exempt income and reportable fringe 
benefits for any part of the year is from eligible employment (see below) no deduction 
can be claimed for personal superannuation contributions in that year. 


Where Superannuation Guarantee Charge is not paid 

A taxpayer remains an eligible person (i.e. is entitled to superannuation deductions) 
until the Superannuation Guarantee Charge (SGC) has actually been paid by the 
employer. However, at that point, the Tax Office may issue an amended assessment for 
the relevant year to disallow those claims (see Case 31/96 and TR 96/25). 

An employee may be an eligible person if it is not reasonable to expect that the SGC 
will be paid; for example, because the employer is bankrupt or has been wound up and 
it has been established that there are no funds available to pay the SGC. 

What is eligible employment income? 

Eligible employment income includes: 
a salary and wages; 

■ the assessable part of Eligible Termination Payments (ETPs) from the employer 
(e.g. a golden handshake in the year of receipt); 

a lump sum payments for unused annual leave and long service leave; and 

■ allowances paid by an employer which are included in assessable income 
(e.g. a car or travel allowance); 

but excludes: 

□ payments from other sources such as ETPs from superannuation funds (including 
an employer sponsored fund) or approved deposit funds. 

Exempt income from eligible employment income: 

□ includes payments of an income nature which are specifically exempt from tax 
(e.g. payments to certain defence personnel); but 

□ excludes the tax free amount of bona fide redundancy and approved early 
retirement scheme payments, and the post-30 June 1994 invalidity component. 

The recent Administrative Appeals Tribunal case [2002] AATA 749, Re Norris and 
FC ofT, held that annual leave and long service leave payments received on 
termination of employment were not included in determining if the 10 per cent rule 
has been satisfied. The rationale used was that only income that attracts employer 
superannuation support should be included. 


Additional conditions for deductibility 

When the 'eligible person' tests are satisfied, the taxpayer is able to claim a deduction 

for contributions if the following conditions in respect of those contributions are met: 

□ the contributions were made to a complying superannuation fund to obtain 
superannuation benefits for the taxpayer, or if the taxpayer dies, for his or her 
dependants; and 

□ the taxpayer holds a s. 82AAT(1A) acknowledgment from the trustee of the 
superannuation fund showing that the taxpayer intended to claim the 
superannuation contributions as a deduction—if no notice is held, the 
superannuation deduction should not be claimed. 
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Note that the Taxation Office checks s. 82AAT deduction claims and imposes penalties for lack of 
reasonable care where the 10 per cent employment income limit is exceeded. The Taxation Office 
approach has been confirmed by the Administrative Appeals Tribunal, which, in Case 34/95, 95 
ATC 319, upheld a 25 per cent penalty. The penalty, amounting to $5927, was imposed on a 
taxpayer for failure by the tax agent to take reasonable care in claiming a deduction for self 
employed superannuation, where the taxpayer was not entitled to the deduction for the contribution. 


Question 4.3 

Jean is a 45-year-old company director of a small company with four employees. She earns 
$1000 director's fees from the company, and has $60 000 taxable income from operating a 
florist shop as a sole trader. What is the maximum tax deductible amount(s) that can be 
contributed to superannuation for, or by, Jean for the year ended 30 June 2004? 


Considerations for low income earners 

While the tax deductions discussed above provide a benefit for higher income earners, 
it may be more beneficial for lower income earners with employer superannuation 
support, and therefore not eligible persons under s. 82AAS(2), to have their superannuation 
contributions treated as undeducted contributions to a superannuation fund, even when it 
may be possible to claim a tax deduction under the 10 per cent rule. To achieve this, the 
person should ensure he or she does not satisfy all the conditions for deductibility 
contained in s. 82AAT(1). Not satisfying s. 82AAT(1) conditions of deductibility can be 
achieved if the person does not give notice to the trustee of the fund that he or she intends 
to claim the contribution as a tax deduction. 

This approach is usually beneficial if a person's taxable income is below $20 000, that 
is, the marginal tax rate falls to 17 per cent (plus Medicare levy if applicable). 

This occurs because contributions claimed as a deduction form part of the taxable 
income of the superannuation fund, and therefore, will be taxable in the fund. 
Alternatively, undeducted contributions made by employees with employer 
superannuation support are eligible for a government co-contribution of up to $1000 
if an employee has assessable income of less than $40 000. 


Example 4.5 

Alice has assessable income of $24 000, and taxable income of $20 000 in 2003/04. More than 
90 per cent of her assessable income comes from non-employment sources. The balance comes 
from part-time employment. During the year she paid $800 into her personal superannuation fund. 

If she claims a tax deduction for her contribution, she will pay $148 less tax and Medicare levy 
(i.e. $800 x 18.5%). However, her contribution will be taxed at up to $120 in the superannuation fund 
(i.e. 15% x $800). In this case, her net benefit may be as low as $28. 

In 2003/04 Alice would not be eligible to receive the proposed co-contribution from the Government 
as she is eligible to claim a deduction for the $800 she contributed to her superannuation fund. 

Contributions claimed as a tax deduction must be preserved in the fund, and form part of 
the taxable termination payment. Conversely, the non-deductible portion are undeducted 
contributions and are not taxable on withdrawal. Undeducted contributions made after 
1 July 1999 will be fully preserved and cannot be accessed until the person is at least 
55 years old and retired. 
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Deductibility of interest on borrowings to pay personal superannuation contributions 

Individuals are unable to claim a tax deduction for interest on borrowings made to pay 
personal superannuation contributions unless they are entitled to claim a deduction 
under s. 82AAC (s. 67AAA). 


Spouse contributions 


A person making superannuation contributions for their non-working or low income 
spouse can claim an 18 per cent rebate on assessment for contributions up to $3000 
made to a superannuation fund or retirement savings account (RSA) provided that the 
spouse has assessable income and reportable fringe benefits of no more than $10 800 
per annum, and the contributor and the spouse are Australian tax residents at the time 
the contributions are made. For example, if a spouse makes a $3000 superannuation 
contribution for his or her non-working spouse who earns less than $200 per week and 
has no other assessable income or reportable fringe benefits, the contributing spouse 
will receive a tax rebate of $3000 x 0.18 = $540. The $3000 rebatable contributions 
limit reduces dollar for dollar when the spouse's assessable income and reportable 
fringe benefits exceed $10 800 and so cuts out when that income reaches $13 800. 


Example 4.6 

If Maggie has assessable income of $12 800 her spouse can claim a superannuation spouse rebate of 
$180, calculated as 18% x ($3000- ($12 800-$10 800)). 

There is no limit on the contributions that can be made by a person for his or her 
spouse. However, a person cannot claim a rebate for spouse contributions for his or 
her spouse if that person is the spouse's employer and those contributions are 
deductible under s. 82AAC. 

A 'spouse' can be both a legal (married) and a de facto husband or wife, but a rebate 
cannot be claimed for a spouse, even if legally married, if they live separately or apart 
on a permanent basis. Nor can the rebate be claimed for a same sex spouse. 

If a person has more than one spouse during the year, the rebate is calculated 
separately for each spouse if contributions can be made for both. The full year's 
assessable income and reportable fringe benefits is used for each of them, but $540 is 
the maximum combined total that can be claimed for the two rebates. 

PAYG tax instalment deductions cannot be varied due to the rebate. Spouse contributions 
must be kept in the superannuation system until the spouse has satisfied the preservation 
rules (see Modules 5 and 6). These contributions, when paid as a benefit to the spouse, 
are taxed as undeducted contributions. 
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CGT exemption to fund retirement 


There are two CGT exemptions relevant to small businesses where assets are disposed 

of to fund the retirement of a proprietor or controlling individual. 

The following basic requirements must be met to qualify for either exemption: 

■ the net value of the assets of the business and related entities must be $5 million 
or less; 

■ each CGT asset must be an active asset, that is, broadly, an asset used in the 
business; and 

■ if the asset for which relief is claimed is a share or an interest in a trust, the 
individual claiming the concessions must either be the controlling individual for 
the trust or company, or his or her spouse. 


Retirement exemption 

A capital gains tax (CGT) exemption under Subdivision 152-D of the ITAA 1997 may 
apply when active assets used to carry on a business are sold to fund retirement 
income. Where the requirements listed above are met, individual proprietors of a 
business are eligible for the exemption. A private company or trust, other than a 
publicly traded unit trust, may also be eligible if it is also controlled by one or two 
individuals (control being measured broadly in terms of rights to at least 50 per cent 
of the interests in the company or trust). The taxpayer must make a specific written 
election for the exemption to apply. 

The exemption applies to a capital gain which would otherwise arise on the disposal of 
an active asset. However, the small business 50 per cent reduction applies automatically 
first, and losses must also be applied before the retirement exemption. If the person 
claiming the exemption is a company or trust, an ETP equal to the controlling 
individual's interest in the CGT exempt amount must be made to the controlling 
individual(s) within a set period. If the person claiming the exemption is an individual, 
the CGT exempt amount is deemed to be an ETP made to the individual. 

There is a lifetime limit of $500 000 for exemptions in respect of an individual. 

The exemption can be claimed for a deemed ETP to a person aged at least 55, or 
younger if the proceeds are rolled over to a superannuation fund or ADF to be 
preserved until the superannuation preservation age (currently age 55). The CGT 
exempt component is: 

■ not eligible for a further tax deduction or CGT small business rollover relief; 

■ not included in the taxable income of the fund; 

■ not subject to ETP tax when taken directly for retirement on or after age 55; 

■ treated as an eligible termination payment; and 

□ counted as part of the person's reasonable benefit limit. 


15-year exemption 

A further retirement-related CGT exemption applies under Subdivision 152-B of 
the ITAA 1997 where an asset has been held continuously for at least 15 years. 

The taxpayer may be an individual, or a trust or a company with a controlling 
individual. The basic conditions listed above must be satisfied, and in addition: 

■ the asset must have been held continuously for at least 15 years; 

■ the taxpayer (or the controlling individual) must be at least 55 years of age; and 

■ the disposal of the asset must be to fund the retirement of the taxpayer (or the 
controlling individual) or may be paid if that individual is permanently incapacitated. 



STUDY GUIDE 4.19 


Any gain on disposal of the asset is disregarded. In the case of the 15-year exemption, 
there is no requirement for the payment of an ETP by a controlled trust or company. 
The benefit is passed on as follows—a distribution to the controlling individual of a 
company or trust or his or her spouse within two years of the disposal is not subject to 
further tax, provided that it does not exceed the exempt amount multiplied by the 
controlling individual's control percentage. In the case of this exemption, the exempt 
amount is not counted towards the individual's RBL and is not treated as an ETP. 


Contributions which can be accepted by a superannuation fund 

For proposed changes to the rules outlined below, see Appendix 4.1. 

Under SIS reg. 7.04, regulated superannuation funds may only accept contributions for 

a member if the contributions are as follows: 

■ 'mandated employer contributions', that is, contributions made by or on behalf of 
an employer to satisfy Superannuation Guarantee, or award-based superannuation 
obligations (including shortfall components)—there are no restrictions on 
acceptance of mandated employer contributions, regardless of a person's age or 
hours (if any) that the person is working at that time; 

a 'non-mandated contributions', in which the member satisfies both employment 
and age factors as discussed below; 

■ contributions for a spouse, child contributions or 'baby bonus' contributions, as 
discussed below. 


Employment factors 

Generally, a regulated superannuation fund may only accept non-mandated 
contributions in respect of a member where the member has been gainfully employed 
(SIS reg. 1.03(1))—that is, employed, or self-employed for gain or reward in any 
business, trade, profession, vocation, calling, occupation or employment: 

■ if under age 65, for at least 10 hours a week within the last two years; or 

a if age 65 to under age 75, for at least 10 hours a week on an ongoing basis. If the 

member is aged 70 or over, these contributions must be member contributions. 

However, there are some exceptions to this general rule. 

Members on parental leave 

A regulated fund may also accept contributions for up to seven years in respect of a 
member under the age of 65 who is on authorised leave from his or her employer for 
the purposes of child raising. A number of conditions apply: 

a the leave must have been approved by the member's employer or be in accordance 
with an award or agreement; 

□ the member must have a contractual right to resume employment at the end of 
the leave; 

■ contributions may be made for a maximum of seven years; 

■ either the person was a member of the fund immediately before going on leave, or 
the employer is a standard employer-sponsor of the fund; and 

■ the leave must be taken for the purpose of raising the member's own children or 
those for which they have parental responsibility. 
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Member ceasing work due to ill health 

Funds may accept contributions in respect of members who have ceased gainful 
employment due to ill health for as long as that ill health prevents the member from 
resuming the type of work in which he or she was previously engaged and the member 
is below normal retirement age. 


Spouse contributions 

Contributions can be accepted for a spouse under age 65 if the contributions are 
made as eligible spouse contributions as defined in s. 159TC of the ITAA 36. 


Child contributions 

From 1 July 2002, parents, grandparents, other relations and friends can make 
superannuation contributions for a child under 18, provided that the amount 
contributed does not exceed $3000 in a three-year period. 

Recipients of the first child tax offset ('Baby Bonus') 

From 1 July 2002, recipients of the Baby Bonus under Subdivision 61-1 of the ITAA 
1997 may make a personal contribution of the amount of the tax offset (and may 
contribute other amounts if they wish as well) even if they have never worked. If they 
would not otherwise meet the employment tests to qualify to contribute, they can 
contribute in the 12 months after the offset is received. 


Age factors 

Non-mandated contributions may generally only be accepted by a fund in respect of 
members who have not yet turned 65. A fund may, however, accept a contribution 
after the member's 65th birthday if: 

□ the trustee is reasonably satisfied that the contribution is in respect of a period 
during which they are able to accept contributions; or 
■ the person is under 75, and is gainfully employed for 10 hours or more per week. 

Contributions from members aged from 70 years up to 75 years are acceptable only 
where the member is gainfully employed for at least 10 hours per week, and where the 
contributions are made by the member, not the employer. 

Amount of contributions that can be accepted 

Except for child contributions as noted above, there is no limit on the amount of 
contributions a superannuation fund may accept, but the limit on deductibility 
imposed by the age-based limits makes employer contributions over these limits 
uneconomical. This occurs because non-deductible employer contributions still form 
part of a fund's taxable income, that is, they can be taxed at up to 15 per cent in a 
complying fund plus they may be subject to a contributions 'surcharge' of up to 
15 per cent. The contributions may also be taxed when the contributions are paid to 
the member. 

You may refer to AT0 Fact Sheet 'Seif-Managed Superannuation Funds—Acceptance of Contributions', 
AT0 website <http://www.ato.gov.au> (accessed May 2003) for further information on this topic. 
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Question 4.4 

Joe is aged 63, and was working until 18 months ago when he was retrenched from his 
full-time employment Joe now earns the whole of his income from investment income. 
His assessable income during the year was $36 000, and allowable tax deductions 
were $10 000. 

a Can a complying superannuation fund accept superannuation contributions from Joe? 
b If Joe does make superannuation contributions will he be eligible for a tax deduction 
or rebate? 


Taxation of super contributions 

As a general rule, all deductible member contributions are taxed in the hands of the 
fund at a maximum rate of 15 per cent. All employer contributions regardless of 
whether they are deductible or not are also subject to income tax at a maximum rate 
of 15 per cent. This is further outlined in Module 5. 
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Part D: The Superannuation Contributions tax 
(sareSiwi®! 


From 7.30 p.m. 20 August 1996, a 'surcharge' can apply to superannuation 
contributions made to a superannuation fund by an employer for individuals whose 
adjusted taxable income exceeds the lower threshold ($70 000 in 1996/97 and indexed 
annually to Average Weekly Ordinary Time Earnings (AWOTE)). 

In 2003/04, the Superannuation Contributions tax (surcharge) is phased in when a 
member's adjusted taxable income is between the range of $94 691 to $114 981. 

Broadly, where the superannuation provider is an accumulation fund, a member's 
adjusted taxable income is the sum of: 
b member's taxable income 
plus 

m reportable fringe benefits included on the person's group certificate 
plus 

m surchargeable contributions, i.e. payments made to a complying fund which is a 
superannuation (accumulated benefits) provider, or a retirement savings account 
which are: 

■ personal contributions for which a tax deduction has been claimed; 

■ contributions made by an employer or a person other than the member, apart 
from eligible spouse contributions and child contributions other than those 
made by an employer; 

d the untaxed element of the post June 1983 component of an ETP from an 
employer rolled over after June 1997, to the extent that it accrued after 
20 August 1996 (subject to recent amendments discussed below); 

* payments by the Tax Office from the Superannuation Holding Account Reserve, 
or from a Superannuation Guarantee shortfall component 
less 

all cash ETPs from a superannuation provider (i.e. cash withdrawals from a 

superannuation fund); 

less 

lump sum annual leave and long service leave paid as a result of a bona fide 

redundancy, early retirement scheme or an invalidity amount; 

plus 

any amount that was exempt because family trust distribution tax or ultimate 
beneficiary non-disclosure tax was paid in relation to it. 

The portion of an employer paid eligible termination payment that is included in 
adjusted taxable income calculations for surcharge purposes is limited in certain 
circumstances. Where the termination payment (after subtracting from the ETP the 
amount of any post-June 1994 invalidity payment, any CGT exempt component and 
any part of the payment made from a share acquisition scheme) is less than the upper 
surcharge threshold the payment is to be divided by the taxpayer's years of service 
with that employer. For example, if in the 2003/04 income year a taxpayer receives an 
eligible termination payment of $50 000 relating to a five-year service period, only 
$10 000 is included when determining the taxpayer's adjusted taxable income. This 
apportionment occurs regardless of whether part or all of the payment is rolled over to 
a superannuation fund. 

In addition the excessive component (the amount in excess of the taxpayer's 
reasonable benefit limit) of an eligible termination payment is no longer subject to the 
15 per cent surcharge. 
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Where the superannuation benefits are not with a superannuation (accumulated 
benefits) provider, the surchargeable contributions are as follows: 

■ from a superannuation (funded defined benefits) provider, they are calculated as: 
member's annual salary x the 'notional surchargeable contributions factor', which 
is a number calculated for each member by an actuary. 


Example 4.7 

A member has an annual salary of $50 000. 

If the Notional Surchargeable Contributions Factor is 0.06, then the employer contributed amount is 

calculated as 50 000 x 0.06 = $3000. 

Surchargeable contributions in respect of the defined benefits are thus $3000. 

■ From unfunded defined benefit funds, i.e. some public sector schemes are based 
on actuarial guidelines. The superannuation provider keeps a debit account for 
each member for the amount of the surcharge. Interest at long-term bond rates is 
then added to this account. The surcharge is payable when the member takes a 
lump sum or co mm ences a pension. The member also has the option of paying 
the surcharge debt as it accrues. 

■ From a non-contributory Commonwealth superannuation scheme for the Judiciary, 
and other similar Commonwealth superannuation arrangements—they are based 
on actuarial guidelines and reduce a member's benefits unless this would 
contravene the Constitution. 


Surcharge percentage 

The maximum rate of surcharge up to and including 2002/03 is 15 per cent. From 
2003/04, current legislation provides that the maximum surcharge percentage will 
reduce over a three-year period to 12.5 per cent as follows: 

2003/04 14.5% 

2004/05 13.5% 

2005/06 and subsequent years 12.5% 

A further rate reduction is proposed as indicated in Appendix 4.1. 


Indexable amounts 


There are various indexable amounts which apply to the superannuation 
contributions surcharge. 


Table 4.2 

Indexable amounts for 2001/02,2002/03 and 2003/04 


Adjusted taxable income 

2001/02 

$ 

2002/03 

$ 

2003/04 

$ 

— Lower income amount up to which no surcharge applies 

— Higher income amount over which maximum 

85 242 

90 527 

94 691 

surcharge percentage applies 
— Surcharge percentage denominator (to calculate 
the percentage increase for each additional 
dollar of adjusted taxable income over the 

103 507 

109 924 

114 981 

lower threshold) 

1 219 

1 295 

See below 

Contributions threshold if TFN not supplied 

3 248 

3 880 

4 058 
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When a member's adjusted taxable income is between the lower and higher income 
amounts, the surcharge percentage (calculated to 5 decimal points) which applies to a 
member's surchargeable contributions is calculated as follows: 


Adjustable taxable income - Lower income amount 
Surcharge percentage =-r- 


where 'A' is: 


Higher income amount - Lower income amount 

Maximum surcharge percentage x 100 


The denominator 'A' in the surcharge percentage calculation for 2003/04 is as follows: 


114 981 - 94 691 
14.5% x 100 


= 1399.31034 


Example 4.8 

In 2003/04, Jim has taxable income of $95 000 and employer superannuation contributions of 
$10 000. His taxable income includes a cash ETP from a taxed superannuation fund of $2000. 
The surcharge percentage is: 


$95 000 + $10 000 - $2000 - $94 691 
1399.31034 


5.93793% 


Contributions surcharge payable on the employer support will be $10 000 x 5.93793% = $593.79. 


Effect of Superannuation Guarantee on surcharge 


Compulsory employer contributions are subject to the surcharge where the 
individual's adjusted taxable income exceeds the lower income amount. Under the 
Superannuation Guarantee Charge (SGC) rules, an employer is required to contribute a 
minimum of 9 per cent of the employee's income as compulsory superannuation 
contributions. For people whose adjusted taxable income exceeds the lower income 
amount, those compulsory superannuation contributions, plus any additional taxable 
contributions, will incur tax and surcharge costs of up to 29.5 per cent in 2003/04. The 
upper limit of the employee's income above which no further contributions are 
compulsory is $30 560 per quarter in 2003/04 indexed annually to AWOTE. 

In the simple case of an employee who receives no income other than employment 
income, and who claims no deductions (i.e. whose employment income is equal to 
taxable income) and whose employer contributes only the compulsory SG contributions, 
the effect of the rules is that contributions surcharge commences to be paid once their 
taxable income exceeds $86 872 in 2003/04. The minimum compulsory SG 
contributions required by the employer equals $7818 in 2003/04 (i.e. 9%x $86 872). 
Once the employee's taxable income plus taxable contributions reach the lower income 
amount at which the surcharge tax is triggered (i.e. $94 691 in 2003/04), an additional 
$1 of taxable income or surchargeable contributions results in the surcharge applying to 
all SG contributions, superannuation contributions, and any additional surchargeable 
termination payments. 

It should be noted that all employer contributions are surchargeable even if the 
contributions are non-deductible to the employer. 
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Self-employed persons 


A similar principle applies for self-employed persons except they must add back the 
contributions they have claimed as a tax deduction to determine whether the 
surcharge applies. Undeducted contributions are not subject to the surcharge. 


Lump sum payments 


Some lump sum payments are included in taxable income and the tax on them may 
be reduced by various rebates or other concessional taxing rules. These include: 

■ lump sum payments on termination of employment (e.g. long service leave and 
annual leave received on retirement or voluntary resignation); and 
□ realised capital gains. 

These amounts will trigger the surcharge if, when added to other taxable income, they 
lift the member's adjusted taxable income during the financial year to more than the 
lower income amount. 


Contributions threshold where a tax file number has not been quoted 

No surcharge is payable by a person with adjusted taxable income below the lower 
income amount unless a tax file number has not been quoted by a person either 
whose contributions commenced after 6 May 1997, or whose surchargeable 
contributions exceed the surchargeable contributions threshold of $4058 in 2003/04. 


Employer termination payments 


The transitional rules relating to employer paid termination payments, such as golden 
handshakes, have been extended indefinitely, that is the surcharge continues to apply 
only to the portion of the payment accrued after 20 August 1996. 


Rollovers 

This rule also applies to 'employer amounts' on or after 1 July 1997, which are rolled 
over. Once rolled over the post June 1983 component is surchargeable under the 
Superannuation Contributions Tax (surcharge) rules (above) to the extent that it 
accrued after 20 August 1996. 


Calculating the termination payments surcharge 

The following steps can be used to work out the surcharge payable (if any) on a cash 
termination payment: 

1 Calculate adjusted taxable income. This includes the assessable amount of the 
termination payment. 

Note that the calculation of adjusted taxable income alters where a termination 
payment is less than or equal to the surcharge upper income amount. In this 
situation, the termination payment will be averaged over the years of service the 
individual has worked with the employer, as discussed above. This amount is then 
included in the calculation of adjusted taxable income. 
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If adjusted taxable income: 

■ does not exceed the lower income amount ($94 691 in 2003/04), the surcharge 
rate is 0 per cent; 

■ exceeds the upper income amount ($114 981 in 2003/04), the surcharge rate is 
14.5 per cent; 

■ exceeds the lower income amount, but does not exceed the upper income 
amount, the surcharge percentage is calculated to 5 decimal points (see above at 
Example 4.8). 

2 Calculate the amount of termination payment subject to the termination 

payments surcharge using the formula: 


Post 20 August 1996 service (in days) 
Total service (in days) 


x Termination payment 


where 'termination payment' means the retained (cashed) amount of the payment 
excluding any post-June 1994 invalidity component, any CGT-exempt component 
and any ETP amount from an employee share acquisition scheme. 


3 Calculate the percentage rate of surcharge. 


4 Calculate the termination payments surcharge payable on the termination payment. 

5 Calculate the contributions surcharge payable on surchargeable contributions. 


6 Calculate the total surcharge payable. 


Example 4.9 

Jim commenced work with ABC Ltd on 1 August 1991. On 30 June 2004, Jim leaves the company 
and receives an employer ETP of $100 000, of which he decides to take $45 000 in cash and rollover 
$55 000 into his superannuation fund. 

For the 2003/04 financial year, Jim has taxable income of $140 000 ($45 000 retained ETP and 
$95 000 other assessable income) and surchargeable contributions of $43 469 ($10 000 employer 
contributions and $33 469 representing the post-20 August 1996 amount of the rolled over ETP). 

As the total amount of employer ETPs received by Jim in the 2003/04 financial year is less than the 
upper income amount ($114 981), the amount of the ETP included in his adjusted taxable income for 
surcharge purposes is averaged over his period of service with the employer. 

To determine the surcharge payable on the termination payment: 

1 Calculate the retained amount of termination payment subject to the surcharge: 
2871 

-^-=- x $45 000 = $27 383 
4718 

Calculate the rolled over amount of the ETP subject to surcharge: 

2871 

x $55 000 = $33469 


4718 
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2 Calculate adjusted taxable income: 

(5140 000 - 545 000) + ((365/4718) x 5100 000) + (543 469 - 533 469) 
= 595 000 + 57736 + 510 000 
= 5112 736 


3 As the adjusted taxable income in Step 2 is between the upper and lower income 
amounts, the contribution surcharge will be payable on both the employer 
contributions and the retained amount at a rate less than 15 per cent as follows: 


5112 736- 594 691 
1399.31034 


= 12.89564% 


4 Calculate the surcharge payable on the retained amount of the termination payment: 
527 383 x 12.89564% = 53531.21 

5 Calculate the surcharge payable on surchargeable contributions: 

543 469 x 12.89564% = 55605.61 

6 Calculate the total surcharge payable: 

53531.21 + $5605.61 = $9136.82 


(Adapted from Superannuation Contributions Taxes and Termination Payments Tax 
Legislation Amendment Bill 2001 Explanatory Memorandum). 

The surcharge of $3531.21 which is payable on the retained amount of the termination 
payment is payable by Jim. The ATO will assess Jim in conjunction with his income tax 
return. The surcharge of $5605.61 will be assessed by the ATO and will be payable by 
the superannuation fund. 

The Superannuation Contributions tax (surcharge) is discussed further in Module 5. 
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Part E: Superannuation Guarantee (SG) legislation 


Employers must provide a minimum level of superannuation for each employee or 
incur a non-tax-deductible Superannuation Guarantee Charge including interest 
and penalties. 

The charge and penalties are imposed under the Superannuation Guarantee (Administration) 
Act 1992 (Cwlth) (SGAA) and the Superannuation Guarantee Charge Act 1992 (Cwlth). 


Satisfying SG requirements 


To satisfy Superannuation Guarantee requirements, the employer must pay 
the contributions: 

□ to a specified fund if they have an award obligation; 

□ into a complying superannuation fund or retirement savings account (RSA); or 
m into the Taxation Office collection system, called the Superannuation Holding 

Account Reserve (SHAR), if they cannot find a fund to protect small 
superannuation payments—see Part F of this module. 

Where the employer supports the employee in a defined benefit fund, contributions 
are deemed under the SG legislation to have been made at a rate certified by the fund's 
actuary (see further below). 

From 1 July 2003, the employer must report in writing to employees the name of the 
fund to which SG minimum contributions have been made. 


Vesting of benefits 


To qualify for SG purposes, employer contributions must vest in the employee 
immediately and be fully preserved. 

Vesting means that the superannuation benefit belongs to employees when they leave 
the fund—for example, if they change jobs or retire from work. 

'Preserved' means the benefit is payable only in a limited range of circumstances 
including retirement on or after age 55, permanent invalidity or termination of 
gainful employment. 


Defined contributions: How much is payable? 


The Superannuation Guarantee scheme operates on the basis of defined contributions. 
A defined contribution (or accumulation) fund is one which pays the benefit out on 
the basis of the member's account balance, and is a fund to which the employer 
contributes an amount for each employee, usually based on a percentage of the 
employee's salary. 

The required level of employer superannuation contributions is a percentage of the 
employee's notional earnings base. 
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The prescribed minimum employer superannuation contribution rate for 2002/03 and 
later years is 9 per cent. 


Defined benefit schemes and superannuation contributions 

Some superannuation schemes operate on the basis of paying defined benefits. 

A defined benefit fund is a fund where contributions and earnings are paid into the 
fund and are not allocated to individual member accounts. Retiring benefits are 
defined, and payable as either: 

■ a multiple of the member's salary on or before retirement date, or averaged over 
a period of employment; or 

■ a specified amount. 

Section 24 of the SGAA allows the employer to satisfy Superannuation Guarantee 
obligations using a defined benefit scheme where the scheme is a complying 
superannuation scheme and has a current 'benefit certificate'. 

The benefit certificate will show the percentage of superannuation support the 
employer has provided for each class of employee, and that percentage is then used to 
reduce the amount of Superannuation Guarantee shortfall for each employee within 
that class. 


Who is an 'employer'? 


For Superannuation Guarantee purposes, an employer, including all governments, 

their statutory authorities and municipal bodies, includes: 

□ a person who pays salary or wages to another person on a full-time, part-time or 
casual basis, and can include payments made under a contract with an individual 
(but not with a company, partnership or trust) that is wholly or principally for 
that person's labour; 

■ a non-resident employer who has employees working in Australia; 

■ Commonwealth and tax-exempt Commonwealth authorities; 

0 tax exempt organisations; and 

■ family companies and trusts paying salary or wages. 


Who is an 'employee 1 ? 


An employee (also see Superannuation Guarantee Ruling SGR 93/1 for more 

information) includes: 

■ an employee within ordinary concepts—the main test of a common law 
employment relationship is the right to control how, when, where and who is to 
perform labour, and a subsidiary test is whether a person provides services as an 
individual carrying on their own business (contract for services) or individually as 
a part of another's business organisation (a contract of service); 

■ any person who holds or performs the duties of a position under Commonwealth, 
State or Territory law; 

■ a member of Parliament; 

■ artists, musicians and sportspersons; 

■ directors; 
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■ individual contractors engaged wholly or principally for their labour. According to 
Superannuation Guarantee Determination SGD 95/1, visiting medical officers 
(VMOs) are hospital employees for SGC purposes if either they are common law 
employees or under contract to perform duties personally (section 12 of the SGAA). 

The common law definition of an employee has been considered by the High Court 
on many occasions. One of the most defining cases is Stevens v. Brodribb Sawmilling 
Company Pty Ltd (1986) 160R 16. In this case, when deciding whether or not an 
employment relationship existed, the Court considered the extent to which an 
individual had control (or the capacity to exercise control) over the work of another. 

It was argued that the 'control test' held less relevance than it had in the past and 
that the presence of control (or its potential) is just one factor, which the Court will 
consider when characterising a relationship. 

More recently, in Hollis v. Vabu Pty Ltd [2001] HCA 44, it was found that the concept 
of control held less importance than other factors. The Court gave a more pragmatic 
assessment of the nature of the relationship between the two parties. The court 
focused on whether the individual was in substance running his or her own business 
or whether they were in fact an employee. Ultimately, it was held that an employer/ 
employee relationship did exist between the parties. One of the reasons for this view 
was that the individuals were restricted to work only for Vabu and were unable to 
work elsewhere. 

In this case the High Court overruled an earlier decision by the New South Wales 
Court of Appeal, which found that the couriers were independent contractors and 
not employees. 

In contrast, in Brinkley v. FCT (2002) AAT 218, greater emphasis was once again put on 
the 'control test'. 

Mr Brinkley, the owner of a commercial fishing boat, sought a declaration that he was 
not an employer for the purposes of the Superannuation Guarantee (Administration) Act 
1992 (Cwlth) (SGAA) and therefore was not liable to pay the Superannuation 
Guarantee Charge or to make superannuation contributions in respect of his captain 
and crew members. 

However, the Administrative Appeals Tribunal (AAT) concluded that Mr Brinkley 
was in an employment relationship with the captain and the various deckhands. 

This conclusion was made because Mr Brinkley had the capacity to control the captain 
and others who worked on his boat. 

The major factor that contributed to the tribunal's decision that, on balance, the 
captain and deckhands were employees, was that Mr Brinkley maintained ultimate 
control and responsibility over the fishing business even though the captain had day- 
to-day control of the boat. 

Further, the absence of an agreement to share losses between Mr Brinkley and the 
captain of the boat reinforced the AAT's decision that an employment relationship 
existed between the owner and the captain and not that of a joint partnership as was 
argued by Mr Brinkley. 

The control test was again an important factor in determining the absence of an 
employment relationship in Abdalla v. Viewdaze Pty Ltd [2003] AIRC 927971, 53 ATR 30. 
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When superannuation support is not payable 


Superannuation support does not have to be provided for: 

■ employees aged 70 or over; 

■ employees receiving salary or wages of less than $450 per month; 

■ employees under 18 working part-time (that is, not actually working more than 
30 hours per week); 

■ employees paid for domestic or private work for not more than 30 hours per week, 
(e.g. a part-time nanny or housekeeper); 

■ non-resident employees paid for work performed outside Australia; 

■ resident employees paid by non-resident employers for work performed 
outside Australia; 

■ salary of a member of the Reserve Forces; 

■ foreign executives who hold subclass 456, 457, 956 and 977 visas and who generally 
meet the criteria of the former Class 413 Executive (Overseas) Visa (discontinued 
from 1 August 1996) or entry permits under the Migration (1993) Regulations; 

■ employees sent to work temporarily in Australia by overseas employers, where 
there is a bilateral agreement between their home country and Australia ensuring 
that only the home country's superannuation scheme will apply—such bilateral 
agreements exist as at May 2004 with the United States, the Netherlands and 
Portugal; 

■ partnership, company or trust contractors (including VMOs), or payments made 
to an individual if another person performs the work; 

■ payments made under the Community Development Employment Program Scheme; 

■ employees whose accumulated superannuation benefits exceed the pension RBL, if 
they make an irrevocable election not to receive superannuation guarantee support; 

h payments to elected local government officials (unless they are effectively full¬ 
time employees) (ss. 27, 28 and 29 of the SGAA); 

■ salary and wages paid solely for Olympics-related employment for the period 
between 1 January 2000 to 31 December 2000, the employee is a non-resident of 
Australia and the employer believes that the employee does not intend to 
undertake any non-Olympic related employment; and 

■ salary and wages paid solely for Goodwill Games related employment for the 
period between 16 August 2001 and 30 September 2001, the employee is a 
non-resident of Australia and the employer believes that the employee does not 
intend to undertake any non-Goodwill Games related employment. 


Employee's earnings base 


This is the amount on which minimum superannuation contributions are payable to 
avoid having to pay the Superannuation Guarantee Charge. See Superannuation 
Guarantee Ruling SGR 94/1 for more information . See also the ATO Fact Sheet 
Superannuation Guarantee-Earning Bases—Ordinary Time Earnings and Awards at the ATO 
website <http://www.ato.gov.au> (accessed May 2004). 

The earnings base is determined either: 

□ as defined in the superannuation fund's trust deed, an industrial award, or an 
existing agreement made with the employee (see 'Which earnings base to use' 
below,); or 

■ as ordinary time earnings (OTE) (see below). 

The earnings base is measured at the latest of the: 

□ beginning of a contribution period; and 

□ first day of that employee's employment; and 

■ day the employer began to contribute to a complying fund for that employee. 
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Superannuation Guarantee Determination SGD 95/1 for visiting medical officers (VMOs) 
requires their earnings base to include superannuation allowances (because those 
allowances are not payments to a superannuation fund) as follows: 

■ if under contracts for labour, allowances are based on the labour part of the 
contract, including fee for service, any hourly rate, on-call allowance or call-back 
loading, plus any earning component for background practice costs; 

■ if common law employees, allowances are based on the whole of the payment, 
not just the labour component (unless there is any other earnings base). 


Which earnings base should be used? 

Generally, Ordinary Time Earnings (OTE) is the earnings base used to calculate 
mandated employer superannuation obligations. In simplified terms, the exceptions 
are where any of the following apply: 

The employer's contributions are made Earnings base to use 

■ to the Seafarers' Retirement Fund or reference earnings base in the fund 

to the Aberfoyle Award 

Superannuation Fund 

■ to the same fund which was being earnings base used at 20 August 1991 

contributed to by the employer 

(or the employer's predecessor) 
immediately before 21 August 1991, 
and contributions are based on a 
documented earnings base, which has 
not been reduced since 21 August 1991 

■ under the following, and which was earnings base specified in the award 

not operative before 21 August 1991: 

1 a law, award, arrangement or 
scheme which specifies an earnings 
base equal to, or in excess of, OTE; or 

2 an award which specifies an earnings 
base less than OTE 

□ under an award, which specifies 
contributions based on standard 
employee earnings which was in 
force at 20 August 1991 

■ as fixed amounts specified under 
'flat dollar arrangements' where 
the award was operative before 
21 August 1991 and the notional 
earnings base has not been reduced 
since that date 

m Where none of these options apply 


standard employee's earnings base 


contribution for a standard employee, 
calculated as a proportion of a class 
of full-time employees' notional 
earnings base (reduced proportionately 
for part-time employees) 


ordinary time earnings 


Note that the rules relating to which earnings base to use, are complex. Further details 
can be found in Superannuation Guarantee Ruling SGR 94/1 and the simplified flow 
chart in Figure 4.3. 



Figure 4.3 

Earnings base flowchart 
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Special rules apply to contributors to the Seafarers' Retirement Fund, and under the NSW Coal Mining Industry Statutory Superannuation Fund 
(Salary Sacrifice} Agreement. 


Source: Australian Taxpayer's Association, 1996 Tax Summary, ATA, 1996, p. 964. 


Ordinary time earnings 


Superannuation Guarantee Ruling SGR 94/4 defines ordinary time earnings (OTE). 
OTE for each employee includes: 

■ earnings for 'ordinary" hours of work; 

□ over-award payments; 

■ shift loading; 

■ casual loading; 

□ remuneration while on annual leave; 

■ sick leave or long service leave; 

■ allowances (not reimbursements); 

■ commission or bonuses that relate to specific performance criteria; 
n government subsidies (e.g. Newstart); 

□ directors' fees; 

■ workers compensation and top-up payments paid by an employer for hours of 
work performed; 
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■ the labour portion only of payments to a contractor who is an employee under 
the Superannuation Guarantee (Administration Act), meaning the contract is 
wholly or principally for that person's labour; 

■ payments to Members of Federal and State Parliaments or the Legislative 
Assembly of a Territory; 

■ payments for performance in, or provision of, services relating to entertainment, 
sport promotions, films, discs, tapes, television or radio; and 

id remuneration of people in the service of the Commonwealth, the States or 
Territories and local government councillors who are members of eligible local 
governing bodies. 

The following are not included in OTE: 

■ bonuses that do not relate to specific performance criteria (e.g. Christmas bonuses); 

■ ex gratia payments; 

□ overtime for permanent employees; 

b top-up payments when serving on jury duty, or with reserve forces, and so on; 

□ payments during maternity or paternity leave; 

□ annual leave loading; 

□ accrued annual leave on termination; 

a long service leave and sick leave paid as a lump sum on termination of 
employment; 

a payments in lieu of notice; 

ei redundancy and eligible termination payments; 

a fringe benefits subject to fringe benefits tax; 

b workers compensation and top-up payments by an employer when no work 
is performed; 

b pensions and social security benefits; 

□ dividends; 

b partnership and trust distributions; 
b payments for entering into a restraint of trade agreement; 

■ payments for domestic or private work for the employment of a person for less 
than 30 hours per week; and 

b allowances paid to local government councillors, unless they are effectively full¬ 
time employees. 

There have been two recent cases on what constitutes ordinary time earnings for casual 
employees. In Quest Personnel Temping Pty Ltd v. Federal Commissioner of Taxation, the 
AAT held that where a casual employee's minimum required hours are regularly 
exceeded, the actual hours worked by the employee were the relevant hours to be 
considered when calculating 'ordinary time' for Superannuation Guarantee purposes. 
This decision was upheld by the Federal Court where the case was heard on appeal. 

In Australian Communication Exchange Ltd v. DC ofT [2003] 53 ATR 864, the High 
Court upheld the decision by the Federal Court and the Full Federal Court that a state 
award definition of 'ordinary time earnings' applied, for superannuation guarantee 
purposes, to the casual employees under the award. 

However, a majority of the High Court judges interpreted the award earnings base as 
excluding earnings for hours worked outside the spread of ordinary working hours. 
This interpretation overturned the one adopted by the Full Federal Court which held 
that 'ordinary time earnings' under the Clerical Employees Award (State) (Qld) was to 
be interpreted as including all hours worked by casual employees including overtime. 

The decision was not unanimous, three of the judges taking the view that the hours 
actually worked should be considered to be ordinary hours of work in the case of 
casual employees (although two judges took the view that ordinary time earnings for 
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casual employees should be derived by multiplying the number of hours actually 
worked by the rate of pay which that employee would have received for working 
during ordinary working hours, i.e. that overtime loading should be excluded). 

The ATO has stated, in a fact sheet entitled Superannuation Guarantee—Ordinary Time 
Earnings and Awards , on the ATO web site at <http://www.ato.gov.au> (accessed May 
2004), that as the judgment in this case is specific to this award, this decision will only 
impact on ordinary time earnings for employees under this award or similar awards 
and certified agreements. In the view of the ATO, the implications of the Australian 
Communications Exchange case are as follows. 

If (and, it is implied, only if) an award or certified agreement: 

■ defines and provides a statement of conditions of employment for the categories 
of employees referred to; 

■ requires superannuation support to be provided on the employee's ordinary time 
earnings; 

■ specifies when the employee qualifies for overtime rates of pay in addition to their 
hourly rate and that the payment of overtime depends upon when the hours are 
worked; 

■ defines ordinary hours of work and ordinary working hours for all employees and 
states that any work performed during these hours does not attract overtime rates 
of pay; or 

■ defines ordinary time earnings as a reference to the earnings for work done in 
ordinary time at the ordinary, not overtime, rate of pay; 

then, 

■ any payments at overtime rates are considered to be overtime and are not 
included in the employee's ordinary time earnings; and 

■ ordinary time earnings is the earnings base that can be used for an employee 
employed under the award or certified agreement. 


Contributions 


Acceptance of contributions 

As discussed above, regulated superannuation funds can accept mandated employer 
contributions without restriction—that is, contributions made by an employer 
to satisfy: 

m Superannuation Guarantee obligations; or 
■ award-based superannuation obligations. 


Contribution period 

Up to and including the 2002/03 year, employers can make contributions on an 
annual basis. The employer must self-assess the required amount of superannuation 
contributions annually to satisfy Superannuation Guarantee obligations. 

Contributions made to a complying superannuation fund by an employer from the first 
day of the current year until 28 days after the end of that year are treated as current 
period contributions. If this deadline falls on a weekend or holiday, the contribution 
can be made on the next working day in the State or Territory that the holiday occurs 
(Superannuation Guarantee Determination SGD 95/3). For example, 2001/02 
contributions which can be counted to satisfy the 2001/02 Superannuation Guarantee 
obligations are those made between 1 July 2001 and 28 July 2002. 
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From 1 July 2003, this process must be carried out on a quarterly basis, with 
contributions made between the first day of the quarter and the 28th day of the 
month following the end of the quarter counting as support in respect of that quarter. 
Employer contributions will therefore fall due by 28 October, 28 January, 28 April 
and 28 July. 


Level of contributions 

If the superannuation contributions paid into a complying fund for an employee are 
lower than are required by the SGAA for the contribution period: 

■ any surplus contributions made which have not been applied for the employee's 
benefit over the preceding 12 months can be used to meet the current period's 
(or quarter's) required contributions; and 
□ any remaining shortfall is payable as a Superannuation Guarantee Charge. 


Maximum contribution base 

The maximum earnings base (indexed annually by AWOTE) on which contributions 
must be made for each employee is 530 560 per quarter in 2003/04. 

For example, if an employee has annual ordinary time earnings of $150 000, the 
employer is only required to contribute 9 per cent of the maximum earnings base 
($30 560 for each quarter in 2003/04), not 9 per cent of $150 000. 


Calculating the required employer support 


The minimum level of employer support required for an employee is calculated on 
an individual employee basis. It is calculated (for each employee) using the 
following formula: 

Employee's earnings base x Contribution rate (that is 9% in 2003/04). 


Example 4.10 

Required superannuation contribution rate 9% 

Employee's salary including overtime $32 000 

Employee's earnings base $27 600 

Minimum contribution for that employee for 2003/04 $27 600 x 9% = $2484 


Timing of deductions for contributions 

The required SG contributions must be paid by 30 June in the current financial year to 
be tax deductible in the current financial year. When superannuation contributions 
are paid after 30 June but by 28 July in the next financial year, a tax deduction is 
allowed in that next financial year. 


Salary sacrifice 

Salary sacrifice is when an employee, accepts an offer made by the employer, to receive 
part of the future remuneration in return for other employer-financed benefits such 
as superannuation. 
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Superannuation Guarantee Determination SGD 93/4 accepts that a superannuation 
contribution is made by the employer if the reduced salary is: 

■ the amount which the employee would properly include as assessable income for 
tax purposes; and 

■ reflected in the calculation of other amounts which refer to an employee's salary 
in its calculation. 

The ATO has issued Taxation Ruling (TR 2001/10) indicating that for salary sacrifice 
arrangements to be effective, the arrangement needs to be on a prospective basis and 
not retrospective. That is, an employee can only salary sacrifice unearned income before 
the services are rendered and not where the services have already been performed. 


Question 4.5 

Ian's wage is $32 000. Ian asks his employer to withhold $2000 from income already 
earned and to pay him $30 000 in wages and to pay the remaining $2000 into a 
superannuation fund. His employer gets a tax deduction for $32 000 comprising $30 000 
wages and $2000 superannuation contributions. 

Is the arrangement a salary sacrifice? 


Superannuation Guarantee Charge (SGC) 


The Superannuation Guarantee Charge (SGC) is payable only when an employer has 
failed to pay the minimum level of superannuation support in respect of one or 
more employees. 


Calculating the SGC 

Calculation of the employer's Superannuation Guarantee obligation is made on an 
individual employee basis. 

In a few instances involving statutory funds and defined benefit funds, the 
contribution in respect of an employee is based more generally on what is contributed 
overall to the scheme. 

Employers who fail to make the minimum superannuation contributions by the due 
date, must self-assess the Superannuation Guarantee Charge (SGC) for each employee. 
The SGC is not tax deductible. The SGC is made up of the shortfall, administrative 
penalties and interest components. The SGC return for the 2002/03 year was required 
to be lodged with the Taxation Office by 14 August after year end with payment for 
the SGC, that is: 

■ the shortfall; plus 

■ an administrative penalty of $50 flat per employer; plus 
e $30 per employee for whom there is a shortfall; plus 

■ interest, calculated at 10 per cent flat on the total shortfall from the beginning of 
the contribution year to 14 August after the end of that year, that is, 410 days or 
date of payment. For 2002/03 interest is calculated from 1 July 2002 to 14 August 
2003 (or such later payment date). 

For the 2003/04 year, with the commencement of the quarterly system, the SGC 
applies if the employer fails to make the required contribution by the 28th day of the 
month following the end of each quarter. If the employer has a shortfall, an SGC 
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return is due by the 14th day of the second month following the end of the quarter, 
and should be accompanied by the payment made up of: 

■ the shortfall; plus 

m $20 per employee for whom there is a shortfall; plus 

■ interest, calculated at 10 per cent flat on the total shortfall from the beginning of 
the quarter to the date of payment. 

As a transitional concession, the administration and interest components are to be 
waived in respect of shortfalls for the first two quarters of the 2003/04 year, provided 
that the SGC is paid by 28 April 2004. 

The per employer administrative penalty is nil. The usual quarterly SGC return dates 
are 14 November, 14 February, 14 May and 14 August. 

The amount payable as the shortfall component is the total of the employer's 
quarterly shortfalls for each employee's salary or wages derived in the contribution 
period. In most cases, salary or wages are higher than the employee's earnings base. 

The SGAA and Superannuation Guarantee Rulings SGR 94/4 and SGR 94/5 give salary 
or wages their ordinary meanings of payments for work or services. In addition to the 
inclusions in ordinary time earnings, salary or wages includes : 
b bonuses that do. not relate to specific performance criteria 
(e.g. Christmas bonuses); 
b ex gratia payments; 
a overtime and penalty rates; 

a top-up payments by the employer when the employee is serving on jury duty, or 
with the reserve forces, and so on; 
b payments of maternity or paternity leave; 

□ annual leave loading; 

■ accrued annual leave, long service leave and sick leave paid as a lump sum on 
termination of employment; 

a payments in lieu of notice; 

□ redundancy and eligible termination payments; and 

■ payments under the Community Development Employment Program. 

Note that salary or wages excludes: 

□ fringe benefits, except where they are exempt from fringe benefits tax; 

® reimbursements, including payments for motor vehicle use based on a set rate 
per kilometre; 

b workers compensation and top-up payments paid by an employer to an employee 
where no work is performed; 
n pension and social security benefits; 

□ dividends; 

□ partnership and trust distributions; 

□ payments for entering into a restraint of trade agreement; and 

■ payments for domestic or private work for the employment of a person for less 
than 30 hours per week. 

The following steps ascertain if there is a shortfall, and the amount of the 
shortfall payable. 

Step 1: Is there a shortfall? 

Find the percentage of actual contributions for each employee. This is calculated: 

Actual contributions for the SGC period 

Earnings base x 100 
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If that percentage is more than, or equal to, the minimum compulsory employer 
contribution of 9 per cent, there is no shortfall. 

If that percentage is less than the required percentage for that employer, there is a 
shortfall and the employer must self-assess the Superannuation Guarantee shortfall 
and the Superannuation Guarantee Charge. The calculation of the shortfall is based on 
the employee's salary or wages, not the employee's ordinary time earnings. (Inclusions 
to, and exclusions from, 'salary or wages' are discussed above.) 

Step 2: Calculate the shortfall 

If the minimum charge percentage was not achieved, the amount of the shortfall is: 
Actual salary in the quarter x Shortfall percentage 
The shortfall percentage is: 

Required % - Actual level of support provided 

The actual level of support provided is calculated as follows: 

Contributions made 
Employee earnings base x 100 


Example 4.11 


The following data relates to the quarter ending 30 June 2004. 


Employer's required percentage 
'Earnings base' for an employee 


9% 

$6800 for the quarter 


Salary and wages $7800 for the quarter 

Employer contributions made 5% of earnings base 

The quarterly shortfall is calculated as follows: 


Actual level of 
support provided 


Shortfall 


340/6800 x 100 = 5% 


9%-5% = 4% 


Shortfall amount 


$7800x4% = $312 


Step 3: Calculate tbe interest component 

Interest is calculated from the first day of the quarter in which the shortfall occurred, 
even if the shortfall was incurred later in that quarter. If the shortfall is paid to the 
ATO by the 14th day of the second month after the end of the quarter—in this case, 
14 August 2004—the interest component is calculated as follows: 

Total shortfall for year x 10% interest component x 136/365 

So, from Example 4.11, the interest component is: 


$312 x 10% x 136/365 = $12 
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Step 4: Calculate the SG Charge 

The Superannuation Guarantee Charge payable by the employer for the employee in 
Example 4.11 is: 


Shortfall $312 

Administration component (per employee) $20 

Interest $12 

SG Charge $344 


Question 4.6 

If, in Example 4.11, the employer had a shortfall of the same amount for four employees, 
how much would the total SG Charge be? 


Question 4.7 

Assume that Forgetit Pty Ltd fails to pay any superannuation support by 28 July 2004 for 
its two full-time employees, Dave and Mabel, whose salaries were $8000 and $10 000 
respectively for the quarter ending 30 June 2004. Explain the tax ramifications, and the 
amount required to be paid as a Superannuation Guarantee Charge by 14 August 2004. 


Lodging an SG Statement 


If a shortfall occurs for the relevant period(s), the employer must self-assess the 
Superannuation Guarantee Charge. A Superannuation Guarantee Statement must 
be lodged together with the payment for the Superannuation Guarantee Charge 
(which is not tax deductible) by the 14th day of the second month after the end of the 
quarter (or the next working day if the 14th falls on a weekend or public holiday or a 
later date if the Commissioner allows it). From 1 July 2003, the usual quarterly SGC 
return dates are 14 October, 14 February, 14 May and 14 August. 

The statement must show the: 

□ employer's name and postal address; 

□ name, postal address (if known) and tax file number of any employee with 
a shortfall; 

■ amount of the overall shortfall; 

■ total of all individual shortfalls; 
si amount of nominal interest; 

□ administrative components; and 

■ Superannuation Guarantee Charge payable. 


Amending assessments 

An employer who is dissatisfied with a Superannuation Guarantee Charge assessment 
can object in accordance with Taxation Administration Act 1953 (Cwlth), Part IVC, and 
s. 42 of the SGAA. 
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Records 

The following records must be kept in writing (or be convertible into writing, e.g. 
computer records) and retained for a period of five years. Such records must cover the 
following items: 

■ annual national payroll for the year; 

■ individual employee guarantee shortfalls; 

■ interest component for each employee; and 

■ overall administrative component. 


Other penalties 

In addition to the Superannuation Guarantee Charge, the following penalties, which 
also are not tax deductible, can apply. 

If any of the SGC is not paid by the due date, the employer is liable to pay the general 
interest charge (GIC) on the outstanding amount. The GIC is payable from the 
original due date of the SGC. However, the employer's administration and nominal 
interest components are to be offset prior to this payment being made. 


Other penalties 

■ If a SG Statement is not provided, the employer can be liable for a late lodgment 
penalty of up to 200 per cent of the amount of superannuation contributions that 
should have been paid during the year. 

■ If the employer makes a false or misleading statement which reduces the SG 
Charge, or enters into an arrangement to reduce or avoid the SG Charge, the 
penalty can be up to 200 per cent of the charge avoided. 

■ Failure to keep proper records can result in a fine of up to $3000. 

The ATO may reduce these other penalties (details of which are outside the scope of 

this module, however, if needed, further details are contained in Superannuation 

Guarantee Ruling SGR 94/3). 


Where does the shortfall go? 

The ATO must notify employees in writing of their entitlement to a shortfall of more 
than $20. 

Recent amendments to the Superannuation Guarantee (Administration) Regulations 1993 
allow the Commissioner of Taxation, in certain circumstances, to pay superannuation 
shortfall payments directly to an employee's superannuation fund. The employee may 
nominate a particular fund, or the Commissioner may direct the payment to a fund, 
identified from information regarding the employee currently held by the ATO. 

The exceptions are that the SG shortfall can be paid out: 

□ if the employee has died—to the legal personal representative of the employee; 

□ if the employee has retired due to permanent incapacity or invalidity—direct to 
the employee; or 

■ from 1 July 2003, the SGC can be paid directly to the employee on request if aged 
over 65, regardless whether he or she continues in employment. 

The above SGC payments are taxed as eligible termination payments (discussed in 
detail in Module 6). 

Source: The above material of Part E was adapted in part from the Australian Taxpayers' 
Association, 1996 Tax Summary, ATA, East Kew, Vic, 1996, pp. 961-8. 
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Part F: Small superannuation amounts 


Small superannuation amounts are protected from being eroded by fund charges and 
fees. As a last resort, where an employer cannot find a fund which protects both 
compulsory and voluntary small superannuation contributions for the benefit of 
employees, as required by member protection standards (discussed in Module 5), the 
Taxation Office has a collection system called the Superannuation Holding Account 
Reserve (SHAR) to accept these deposits. 

Deposits to the SHAR must be accompanied by a deposit form (obtainable from the 
Taxation Office). That form must declare that, to the best knowledge of the employer, 
the individual was under the age of 70 on at least one day during the period of 
employment to which the deposit relates. 

There is no limit on the amount that can be paid into the SHAR. However, employers 
who use the SHAR can only claim a tax deduction for deposits made in respect of a 
particular employee up to a maximum of $1200 in that income year. 

Employers who have not found a suitable superannuation fund to receive Superannuation 
Guarantee obligations for a financial year can make payments to the SHAR for affected 
employees before 28 July following the year when the obligation arose. 

If a deposit is made by mistake, the employer has 14 days to apply for a refund 
(the individual's account is frozen for 14 days after a deposit is made). Any refunds 
received by the employer must be included in the employer's taxable income in the 
year of receipt. 


The Superannuation Holding Account Reserve (SHAR) 


The Superannuation Holding Account Reserve (SHAR) is designed to act as a 
conduit between employers and the superannuation industry. It is a holding account 
reserve, not a superannuation fund, and monies are only invested in government- 
backed securities. 

The SHAR can accept compulsory and voluntary deposits in lieu of superannuation 
contributions, including any shortfall component of a Superannuation Guarantee Charge 
payment. Deposits to the SHAR can be made by employers and former employers. 

More than one small amount can be accepted for an individual. Each individual has an 
account, and this account is used to amalgamate all the amounts paid by different 
employers of that individual. 

Returns on investments are applied first to pay operating costs of the SHAR. 

The remaining return on investment is paid as interest on account balances up to 
$1200. Interest is calculated on the daily balance of the account and credited to the 
account quarterly. When the account balance for an individual reaches $1200, the 
Commissioner must, where possible, notify the account holder in writing, of the 
account balance and interest ramifications and suggest that the account balance be 
transferred to a complying superannuation fund or an RSA. Account balances over 
$1200 do not receive any interest. This is to encourage employees to transfer balances 
of more than $1200 to a superannuation fund. 

The SHAR does not tax amounts it receives or holds. However, tax is payable in the 
normal way (taxation is discussed in Modules 5 and 6): 
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■ by a superannuation fund which receives an amount transferred to it from the 
SHAR; or 

■ where an amount is paid directly to the individual. 

The individual will be notified by the Taxation Office of the balance: 

■ when the account is first opened; 

■ on receipt of a written request by the individual; 

■ annually; and/or 

■ when the account balance reaches $1200. 


Award and agreement rules 

Some employees are covered by an award or agreement which requires superannuation 
to be paid to a particular fund. Payments must be made to that fund and at the 
frequency specified, in accordance with that award or agreement. The exception is 
where that award or agreement allows the SHAR to be used. 


Withdrawals from the SHAR 

The balance of an individual's account can be withdrawn if the: 

■ balance is less than $200 and the individual had ceased employment; 

■ the individual is in receipt of Commonwealth income support payments for a 
sufficient period; 

■ individual has retired because of permanent disability; 

■ individual has reached age 65; 

■ individual dies (on application by the deceased's legal personal representative); 

■ individual is at least 55 years, is not an Australian resident for tax purposes, and: 

* is not in employment; 

d is employed, but performs most employment duties outside Australia; or 
□ the individual was the holder of an eligible temporary resident's visa and has 
departed permanently from Australia. 

An individual can only withdraw the whole of the balance of their account in the SHAR. 

Balances, plus any accrued interest, are paid out of the SHAR into a complying 
superannuation fund at the request of: 

■ the individual; or 

■ a fund acting for the individual. 

Withdrawals are taxed as ETPs. 

No withdrawals can be made for 14 days after a deposit is credited to an individual's 
account, to allow time for mistakes to be corrected. 

An individual's account can be debited, and deposits refunded, where the deposit was: 

■ accompanied by a false deposit form, or a defective deposit form (although the 
latter does not invalidate a deposit); or 

■ made by mistake. 

If no mistakes have been made, and 14 days have elapsed, 24 hours' notice is required 
to make a withdrawal. 

As a result of the introduction to the Family Law Legislation Amendment (Superannuation) 
Act 2001 (Cwlth), the balance of a individual's account in the SHAR is now able to be 
split on divorce. 
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Inactive accounts 

If an account has been inactive because no credits have been made to it for 10 years, 
the balance will be transferred to the Consolidated Revenue Fund. The Commissioner 
of Taxation must then keep a register of these transfers. 

The balance is not forfeited, because an individual—or if deceased, his or her legal 
personal representative—is able to claim the account balance from the ATO. 


Retirement savings accounts (RSAs) 


Retirement savings accounts (RSAs) allow superannuation contributions to be 
made to banks and other financial institutions (such as building societies, credit 
unions, life offices) offering RSAs. These accounts are concessionally taxed so that they 
equate to other superannuation products. RSAs are capital guaranteed with anticipated 
moderate returns suitable for small and irregular contributions. They assist portability 
of benefits for those with multiple jobs, or who change employment frequently. 

Member protection rules apply to balances less than $1000, that is, fees and charges 
are not normally permitted to exceed interest credited to the account (the main 
exception is life insurance premiums). 

RSA providers are required to: 

h report interest/retums to account holders on a similar basis to other 

superannuation products, rather than use a standard bank statement; and 
■ advise account holders of alternative 'balanced portfolio' products offering 
potentially higher returns over the longer term, when their account balances 
reach $10 000. 

RSAs are taxed in a similar way to other superannuation entities, and balances are 
subjected to the same taxing and reasonable benefit limit rules. They are allowed to 
include life and disability cover. 

Prudential supervision of RSAs is provided by APRA for compliance with retirement 
income and other superannuation standards. An annual supervisory levy based on RSA 
assets is payable by the RSA provider. 
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Part G: Review 


In this module we first explained the life-cycle approach to superannuation and briefly 
overviewed superannuation including relevant government policy regarding it and 
the regulation of superannuation funds. Regulation of superannuation funds will be 
discussed in more depth in Module 5. 

You have learned about Stage 1 in the life cycle of superannuation, which covers 
contributions made to superannuation funds. You should now have a working knowledge 
of superannuation contributions which can be made by employers, employees and self- 
employed people. The related tax treatment of each of these contributions types has been 
analysed, and relevant sections of ITAA1936 and ITAA1997 were explained. 

In personal financial planning, it is important that you have this basic understanding 
of the types of superannuation contributions which can be made. You also need to 
know the criteria for eligibility for tax deductions and tax rebates, when advising your 
clients on superannuation issues and strategies. 

This module also provided a study of relevant legislation, including that relating to 
the Superannuation Guarantee Charge, small superannuation amounts and the 
Superannuation Contributions tax (surcharge). 

You should now understand the first stage of the superannuation life cycle, contributions 
to superannuation, which is the foundation stone of Modules 5 and 6. In Module 5 you 
will study Stage 2 in the life cycle of superannuation, the superannuation fund. 
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Proposed changes to the superannuation 
system 


■ Splitting spouse contributions 

Eemployees will be able to split their superannuation contributions, with a 
portion being contributed into their spouse's superannuation account. This will 
have the advantage of the spouse being able to access their own tax free threshold 
and RBL on the receipt of a benefit payment. 

Due date of effect—1 July 2004 

■ Choice of funds 

This legislation, introduced in June 2002, was passed by the House of Representatives 
with amendments in December 2003, but awaits debate in the Senate. 

In its currently proposed form, employee choice would be introduced from 1 July 
2005, permitting unlimited choice of complying funds, so long as the chosen fund 
can accept contributions. Exemptions would apply to employers of members of 
Commonwealth public sector schemes, to employers responding to state awards 
and workplace agreements, and to employers of certain defined benefit members. 
Penalties would apply for non-compliance, administered under the SG legislation. 

■ Portability of superannuation 

Proposals to make most account-based superannuation balances fully portable 
have been modified. Superannuation Industry (Supervision) Act 1993 (Cwlth) 

(SIS Act) and Retirement Savings Accounts Act 1997 (Cwlth) (RSA Act) regulations 
have been promulgated requiring portability of balances of inactive members only. 

The requirements apply to all funds or interests with the exception of: 

■ unfunded public sector schemes; 

■ self-managed funds; 

■ defined benefit interests of employer-sponsored members; and 
- pensions currently in payment (other than allocated pensions). 

Compulsory portability applies only to the balances of members for whom no 
employer contributions have been received in the previous six months. 
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■ Treasurer's superannuation policy paper of February 2004 

On 25 February 2004, The Federal Treasurer, Peter Costello, issued a Policy Paper 
entitled A More Flexible and Adaptable Retirement Income System . Key points of the 
proposed changes are as follows. 


Superannuation Guarantee earnings base changes 

It is proposed that, by 1 July 2010, ordinary time earnings should be the earnings base 
for determining SG liability for all employees. The continued use of other earnings 
bases which were in force before 20 August 1991 would cease. 

Removal of the work test for contributions made before age 65 
Refer to the previous discussion under the heading 'Contributions which can be 
accepted by a superannuation fund'. At present, as a general rule, contributions 
cannot be made for the benefit of a person aged under 65 who has not worked in the 
last two years. The proposals would remove this work requirement with effect from 
1 July 2004. 

Non-working individuals with significant investment income (including trust 
distributions) could benefit from this measure, as the income tax legislation would 
permit them a deduction for contributions within the age-based limits, under 
provisions discussed previously under the heading 'Eligible persons contributions: 

The 10 per cent rule'. 

Changes to contribution and benefit payment rules for the 65-74 age group 
Currently, individuals aged 65 to 74 must work at least 10 hours each week to be 
eligible to make contributions, and benefits must be paid out to a member who is not 
working on this basis. The government proposes to develop a more flexible and 
appropriate annual work test for this age group, applicable from 1 July 2004. 

Compulsory cashing for those aged 75 and over 

Currently, a person who is working at least 30 hours per week can keep his or her 
benefits in superannuation beyond age 75, potentially avoiding excess benefits tax 
and maintaining the savings for the next generation. The Treasurer has proposed that 
superannuation funds should generally be required to start paying benefits to an 
individual as soon as practicable after age 75, either as a lump sum or an income 
stream, regardless of work status. An exception would apply to those still supported 
under an industrial award. This measure would apply from 1 July 2004. 

Access to super pensions for part-time workers over preservation age 
From 1 July 2005, individuals over their minimum preservation age would have the 
option of withdrawing benefits in the form of a non-commutable income stream, 
without having to retire completely from the workforce. 

Preservation of rolled over employer ETPs 

From 1 July 2003, rolled over employer ETPs would be preserved, like other 
superannuation contributions. 

Growth pensions 

It is proposed that complying status be extended to market-linked, account-based, 
non-commutable income stream products requiring an orderly drawdown of capital 
over a person's life expectancy, and with payments restricted to a set proportion of the 
account balance. 
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These requirements are more stringent than those applying to allocated pensions and 
annuities, but because the pensions would be account-based and would not provide a 
guaranteed annual income stream, it is envisaged that more funds would be able to 
offer complying pensions because of the removal of uncertainty for the fund. 

Complying status facilitates access to the higher pension RBL and to social security 
assets test concessions. 

However, the Treasurer proposes that the current 100 per cent exemption of 
complying income streams from the assets test for social security pensions should be 
reduced to a 50 per cent exemption. 

The new regulations would apply from 20 September 2004. 

Allocated and other account-based pensions: Removal of actuarial certification of pension assets 
With effect from the 2004/05 year, the requirement to obtain an actuarial certificate 
for assets supporting allocated pensions is to be removed where the fund pays no 
pensions other than account-based pensions. 

2004/05 Federal budget proposals 

The 2004/05 federal budget contained the following superannuation related proposals: 
Surcharge rate reduction 

The Coalition proposes to accelerate the reduction in the surcharge rate. Under the 
proposed revised schedule, the maximum rate would drop to 12.5 per cent in 2004/05, 
10 per cent in 2005/06 and 7.5 per cent in 2006/07 and subsequent years. 

Government co-contribution 

It is proposed that from 2004/05, the co-contribution will be 150 per cent of the 
member's contribution, and that the full co-contribution will apply for income levels 
up to $28 000 (rather than $27 500). If the changes are legislated, for income levels 
over $28 000 the co-contribution will be phased out at a rate of 5 cents for every dollar 
of additional income until the income level reaches $58 000. 
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Module 4 


Suggested answers 


Question 4.1 


Because Mavis' assessable income falls between 527 500 and $40 000, the maximum 
government co-contribution is reduced by 8 cents for each dollar by which Mavis' 
income exceeds 527 500. 

Maximum co-contribution: 51000 - (($30 000 - $27 500) x 0.08) = $800 

The actual co-contribution is the lower of the maximum co-contribution calculated 
above, and Mavis' contribution, that is $500. 


Question 4.2 


The deduction Charles can claim is the lesser of: 

■ the contribution, $30 000; 

■ $36 754 (maximum deductible amount); and 

■ $5000 + (75% x $25 000) = $23 750. 

Charles can claim a deduction of $23 750. The balance ($6250) is treated as an 
undeducted contribution. 


Question 4.3 


The maximum tax deductible amount that can be contributed to superannuation for, 
or by, Jean is $73 508 (i.e. two times the age-based amount). 

Personal deductions are restricted to Jean's age-based limit of $36 754. However, due to 
s. 82AAA(2) of the ITAA 1936 the company can also contribute up to $36 754, and, 
because Jean receives less than ten per cent of her income from an employer who 
provides superannuation support, she is classified as an 'eligible person'. Hence, if she 
makes personal superannuation contributions of $47 338, she too can claim a tax 
deduction of $36 754, that is, $5000 + (75% x 42 338). 
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Question 4.4 


a Yes, a complying superannuation fund can accept Joe's contributions because 
Joe satisfies: 

. the employment factor—he has been gainfully employed for at least 10 hours 
in a week in the last two years; and 

■ the age factor—he is under age 65. 

b Joe can claim a tax deduction, but is not entitled to a rebate. He can claim a tax 
deduction of up to $5000 plus 75 per cent of contributions (if any) over $5000 up 
to the lower of: 
e his contribution; 
d his taxable income of 526 000; and 

■ his age-based limit of $91 149 for 2003/04. 

Joe may wish to have his superannuation contributions treated as undeducted 
contributions to a superannuation fund, even though he is entitled to a tax deduction. 
By doing this, his contributions will not form part of the taxable income of the 
superannuation fund. To not claim a tax deduction, Joe should ensure he does not give 
notice to the trustee of the fund that he intends to claim the contribution as a tax 
deduction. Reasons for not claiming a tax deduction for superannuation contributions 
are covered in your study of Module 6. 


Question 4.5 


No, there is no salary sacrifice because the superannuation contribution is made 
by the employee, and the arrangement is no more than a redirection of the 
employee's salary. 

When the employer withholds an amount from the employee's salary to pay 
superannuation on the employee's behalf, that amount still forms part of the 
employee's assessable income. The contribution is made by the employee, not the 
employer, and it does not count towards the employer's Superannuation Guarantee 
obligations. In this case, Ian's assessable income is $32 000 and the employer gets a tax 
deduction of $32 000 for wages paid. For the arrangement to be effective as a salary 
sacrifice the employer should offer the package to Ian in advance of it being earned. 

To be effective, Ian must not have earned the $2000 prior to requesting the employer 
to pay it into super for him (refer to Taxation Ruling TR 2001/10). 


Question 4.6 


Shortfall ($312 x 4) 

Administration component ($20 x 4) 
Interest ($12 x 4) 

SG Charge 


$1 248 


$80 

$48 


$1 376 
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Question 4.7 


The ramifications are that Forgetit Pty Ltd cannot claim this amount as a tax 
deduction for superannuation contributions for Dave and Mabel. Because Forgetit Pty 
Ltd did not pay any superannuation support for the quarter, the shortfall for each 
employee is calculated: 

Actual salary in the quarter x Shortfall percentage 
Calculation of the shortfall is: 

Dave 

Shortfall for Dave = $8000 x 9% = $720.00 

Interest component = $720 x 10% x 136/365 = $26.83 

Administration component per employee = $20.00 $766.83 

Mabel 

Shortfall for Mabel = $10 000 x 9% = 900.00 

Interest component = $900 x 10% x 136/365 = $33.53 

Administration component per employee = $20.00 $953.53 

Superannuation Guarantee Charge $1 720.36 


If Forgetit paid the minimum superannuation support between 1 July and 28 July 
2004, it could not claim a tax deduction for the contributions in the 2003/04 year (but 
could in the 2004/05 year), and would not incur interest or the administration 
components. 
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Preview 


Introduction 

In this module we look at the second stage of the three-stage superannuation life cycle, 
which was introduced in Module 4. This second stage focuses on superannuation funds 
and their trustees. 

Irrespective of their size or type, the day-to-day activities of superannuation funds 
are regulated by a number of different pieces of Federal Government legislation. 
Foremost among these is the Superannuation Industry (Supervision) legislation (SIS) 
which comprises the Superannuation Industry (Supervision) Act 1993 (Cwlth) (SIS Act) 
and its Regulations (SIS Regulations). The module provides an overview of SIS, its 
objectives and underlying principles. Specific provisions of SIS are also examined, 
including the special responsibilities which SIS imposes on a fund's auditor. 

References to various circulars issued by the Australian Prudential Regulation 
Authority (APRA)) and the Australian Taxation Office (ATO) are included so that you 
can easily locate additional information for relevant topics. Unless they are included 
as 'Readings', you are not expected to have further knowledge of these circulars for 
the purposes of this segment. 

The Corporations Act 2001 (Cwlth) and its regulations are also relevant, in particular to 
the disclosure of information to members and the public. The Australian Securities 
and Investments Commission (ASIC) oversees this legislation. 

While the module looks at the regulatory framework for the superannuation industry 
in general, additional information is provided on self-managed superannuation funds. 
Self-managed superannuation funds are by far the most numerous, and the fastest 
growing, type of superannuation entity. Many accounting practitioners will find that 
their involvement in superannuation will be almost exclusively with this category 
of fund. 

In addition to observing the requirements set out in SIS, funds must comply with 
the requirements of the Income Tax Assessment Act 1936 (Cwlth) (ITAA 1936) and the 
Income Tax Assessment Act 1997 (Cwlth) (ITAA 1997). Significant tax concessions 
are available to superannuation funds which comply with relevant requirements. 

This module also examines the special tax rules that apply to superannuation funds. 


Objectives 


At the conclusion of this module you should be able to: 

■ identify the major categories of funds which make up the Australian 
superannuation industry; 

■ understand the principles underpinning the SIS legislation; 

■ understand how a complying superannuation fund is taxed; 

■ calculate the tax payable by a superannuation fund and the supervisory levy; and 

■ explain who may audit a superannuation entity. 
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Teaching materials 

■ Members' Handbook 

AAS 25 Financial Reporting by Superannuation Plans , June 1993 
CPC Code of Professional Conduct, F.l, December 1997 

□ Readings 
Reading 5.1 

'ASIC and APRA sign MOU' 

Australian Securities and Investments Commission 

Reading 5.2 

'Memorandum of understanding between the Australian Prudential Regulation 
Authority (APRA) and the Australian Taxation Office (ATO)' 

APRA and ATO 

Reading 5.3 

'Trustee liability: Check your investment strategy* 

J. Paskin 

Reading 5.4 

'Regulation of small APRA funds' 

Australian Prudential Regulation Authority 

Reading 5.5 

'Taxation Ruling TR 93/17, Income tax: Income tax deductions available to 
superannuation funds' 

Australian Taxation Office 
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Part A: The Australian superannuation industry and 
its regulations 


This section provides a brief overview of the Australian superannuation industry and 
looks at the most common categories of funds. 


The Australian superannuation industry 


The Australian superannuation industry is large and diverse. There are currently over 
277 000 separate superannuation funds in Australia. They range in size from small 
single-member funds to large funds with thousands of members and with combined 
assets of $548 billion (APRA estimates as at September 2003). 

Superannuation funds can be described in a number of ways. Usually the name given 
to a fund is describing a characteristic of that fund. For example, a fund may be 
described as an employer-sponsored fund, accumulation fund, an allocated pension 
fund and a complying fund. 

Some of the terms used to describe a fund are outlined below. 


Company/employer-sponsored superannuation funds 

These types of funds are established by individual private sector employers or groups 
of employers for the benefit of their employees (e.g. CSR Employees Superannuation 
Fund, Coles Myer Staff Superannuation Fund). In many instances membership in the 
fund is a condition of employment. Larger companies often run separate funds for 
different categories of employees or alternatively provide for different categories of 
membership within a single fund. 


Public sector superannuation schemes 

Membership in these schemes is restricted to government employees. Some of these 
schemes are funded on a 'pay as you go' basis, that is, benefits are paid from current 
government revenue. The resulting shortfall of future benefit commitments over 
fund assets results in an unfunded liability, which will be paid for by future taxation 
revenue. In recent years, the growing trend in public sector superannuation has been 
to close these schemes to new members and establish new schemes offering less 
generous benefits. 


Industry superannuation funds 

These funds are generally established for award superannuation purposes by 
representatives of employers, groups of employees or trade unions. They have a number 
of contributing employers, usually from one particular industry. From July 1992 these 
funds have benefited most from the Superannuation Guarantee arrangements both in 
terms of membership and asset growth. Some of these industry funds are among the 
largest superannuation funds in Australia. 
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Retail superannuation funds 

These are generally promoted and managed by life offices and fund managers. 

This category includes 'master trusts', which allow a single trustee operating under an 
'umbrella' trust deed to administer and manage the superannuation funds of a number 
of individuals or employers. This type of fund is often used by self employed persons 
or employees who wish to make 'top-up' contributions over and above those made to 
a company superannuation fund. Small companies which do not wish to go to the 
expense and trouble of setting up and managing their own superannuation funds may 
also find this type of fund attractive. 


Life office virtual pooled superannuation trusts 

These relate to policies held by complying funds or pooled superannuation trusts and 
rollover annuities. 


Do-it-yourself (DIY) superannuation funds (small funds) 

Recent years have witnessed an explosion in the number of small DIY funds. 

More than 98 per cent of superannuation funds in Australia have fewer than five 
members. Investor dissatisfaction with the performance of professional fund 
managers and the desire of individuals to have more control over their investments 
are the main reasons that many individuals have opted to establish and manage their 
own funds. In the SIS legislation, funds with fewer than five members are referred to 
as 'self-managed superannuation funds' (formerly excluded funds). Small funds can 
be divided into self-managed superannuation funds (SMSFs) and small APRA funds 
(SAFs). In many respects the SIS legislation prescribes less stringent requirements for 
self-managed funds than for other types of funds. (Self-managed funds are discussed 
in detail at the end of this module.) 


Defined benefit funds versus accumulation funds 


The categorisation of funds outlined above is based upon fund membership and/or 
the entity which establishes and runs the fund. Superannuation funds are also 
commonly categorised according to the manner in which members' benefits are 
calculated. The two common categories of fund are defined benefit funds and 
accumulation funds (or defined contribution funds). You should be aware, however, 
that there are many funds that are hybrids, which exhibit characteristics of both 
defined benefit funds and accumulation style funds. 


Defined benefit funds 

Defined benefit funds are those in which the member's retirement benefit is calculated 
by reference to a formula based upon the member's years of service and the member's 
salary. The formula for calculating member benefits is set out in the fund's trust deed 
or governing rules. 

For example, a fund's rules might specify that a member is entitled to a retirement 
benefit based upon the following formula: 

Retirement benefit = 0.15 x Completed years of service x Final annual salary 

Thus, an employee retiring after 30 years service on a final annual salary of $50 000 
would receive a benefit of $225 000 (that is 0.15 x 30 x $50 000). 
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The formula(e) used by defined benefit funds is usually considerably more complicated 
than that shown above. In particular, fund rules will often provide a different formula 
for the calculation of resignation benefits than for retirement benefits. 

Defined benefit funds may require the employee to contribute a specified percentage 
of his or her salary to the fund, or the scheme may require no contribution at all 
from employees. 

Most defined benefit funds are unallocated in the sense that the funds required to meet 
benefits are pooled and maintained at a level sufficient to provide the specified level of 
benefits as they arise. Member contributions are recorded, particularly in respect of 
contributions made to the fund after 30 June 1983, to permit the amount of undeducted 
contributions (for the purposes of s. 27A of the ITAA 1936) to be determined. 

It is important to note that in a defined benefit fund the employer bears the 
investment risk. The level of employer contributions required to ensure that the fund's 
liabilities can be met is determined by actuarial calculations. If the fund experiences a 
period of poor investment returns, the employer may well be required to increase the 
level of its contribution. 

Defined benefit funds have been less popular in recent years and are increasingly 
being restricted to key or highly remunerated employees. The costs of running a 
defined benefit fund can be quite high due to the regular actuarial reports which must 
be prepared. Increasingly, employers are replacing defined benefit funds with 
accumulation (or defined contribution) funds so that they do not bear the risks 
associated with poor investment performance. 


Accumulation funds (or defined contribution funds) 

In many respects this type of fund operates in a similar fashion to an ordinary bank 
account. The member's benefit at any point in time is simply: 

(Accumulated contributions + Investment earnings +/- Increase/decrease in fund asset 
values) - Fees, income tax and contributions surcharge. 

Contributions may consist of employer contributions and/or employee contributions 
and may be set as a percentage of the member's salary. 

In this type of fund, members bear the investment risk, as a period of poor 
investment performance or a fall in the asset values of the fund will be reflected in a 
lower final benefit. 


Regulation of the Australian superannuation industry 


The Australian superannuation industry is regulated by three regulators: 

1 the Australian Prudential Regulation Authority (APRA); 

2 the Australian Taxation Office (ATO); and 

3 the Australian Securities and Investments Commission (ASIC). 

All three bodies regulate their relevant aspects of the superannuation industry 
via the SIS legislation. Corporations Act 2001 (Cwlth) provisions also apply in relation 
to information disclosure. 
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The objectives of regulating the superannuation industry are as follows: 

■ to promote the sound growth and management of retirement income savings 
through superannuation; 

■ to promote the protection of members' superannuation benefits; and 

■ to ensure that the investment funds in superannuation entities which receive tax 
concessions are used for approved purposes. 

APRA is responsible for the regulation of all non-self-managed funds. APRA prudentially 
supervises deposit taking institutions, insurance companies and superannuation funds. 

ASIC carries out consumer protection and market integrity functions, together with 
consolidated law reforms for market conduct including licensing of advisers, complaints 
resolution and disclosure in the financial sector. ASIC also regulates some aspects of the 
SIS legislation. 

The ATO is responsible for the regulation of self-managed superannuation funds. 

There may be instances where the roles of each of these regulators overlap in relation 
to the SIS legislation. Memorandums of understanding have been established to 
minimise any duplication of work and to share information. 

Reading 5.1 details the 'Memorandum of understanding' between APRA and ASIC in relation to 
their roles in administering the SIS legislation and other regulatory legislation . In general, ASIC 
deals with member reporting and associated issues while APRA deals with the prudential issues. 
There are also some areas of overlap. Look at this reading now. 

Reading 5.2 details the 'Memorandum of understanding' between APRA and the ATO in relation to 
their roles in administering the SIS legislation. 


The SIS legislation: An overview 

The Superannuation Industry (Supervision) Act 1993 (Cwlth) (SIS Act) and the SIS 
Regulations, accompanied by a number of other smaller acts, including the 
Superannuation Resolution of Complaints Act 1993 (Cwlth) are in place to prudentially 
supervise the superannuation industry. The SIS Act generally applies to regulated 
superannuation funds, approved deposit funds (ADFs) and pooled superannuation trusts 
(PSTs) from the beginning of their 1994/95 year of income (i.e. from 1 July 1994 for 
most funds). ADFs, PSTs and regulated superannuation funds are referred to collectively 
in the legislation as superannuation entities. Retirement Savings Accounts (RSAs) were 
introduced from 1 July 1997 and are subject to a separate piece of legislation. 

The SIS legislation sets out a great many rules, some of which apply to all superannuation 
entities, others of which only apply to superannuation funds. 

This module largely focuses on regulated superannuation funds because they far 
outnumber approved deposit funds and pooled superannuation trusts. 

Approved deposit funds 

Approved deposit funds (ADFs) were originally conceived as a vehicle into which 
people could 'roll over* any eligible termination payment (ETP) they might receive 
prior to their retirement from the work force. The advantages of doing so were the 
deferral of lump sum tax and the fact that ADFs are concessionally taxed in the same 
way as superannuation funds. Due to legislative changes, ADFs have become less 
popular. In fact, many ADFs have converted into superannuation funds so that they 
may receive contributions other than ETPs. 
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Pooled superannuation trusts 

Pooled superannuation trusts (PSTs) are a special type of unit trust. Investment in 
PSTs is restricted to complying superannuation funds, complying ADFs, or other PSTs. 
The tax liability of investing ADFs and superannuation funds may be transferred to 
the PST, which ensures that the requisite tax is paid. Proceeds from PSTs are therefore 
tax-paid in the hands of investing entities. There are relatively few PSTs when 
compared with the number of superannuation funds. 


The structure of the SIS legislation 

As mentioned, the SIS legislation includes the SIS Act and its Regulations. Many of the 
most important rules governing superannuation entities are contained in the SIS Act 
itself; however. Part 3 of the SIS Act provides that operating standards on a wide range 
of issues may be prescribed in the SIS Regulations. Many of the detailed requirements 
for superannuation entities are contained in the SIS Regulations. Important changes to 
the SIS Act will apply from 1 July 2004, requiring APRA registration of funds (except 
SMSFs) and licensing of trustees. 

Australian business numbers (ABNs) 

At the time that a superannuation fund is established, an application for an ABN 
should be lodged. This ABN is used as a public identifier of the fund. As part of 
this ABN application, the fund can also apply for a tax file number (TFN), elect to 
become a regulated fund and register for goods and services tax (GST) purposes 
(where appropriate). All existing funds should also apply for an ABN because the 
superannuation fund number (SFN) identifier which has been used until recently is 
being phased out. 


The SIS election process 

(Note: Except for SMSFs, this process will be supplemented by a registration process to 
be phased in from 1 July 2004.) 

Only funds which have made an irrevocable election to be regulated by the SIS 
legislation can qualify for concessional tax treatment, including 15 per cent tax on 
taxable income. Trustees of funds wishing to become regulated funds must notify 
the ATO of their election to become regulated within 60 days of the fund's creation, 
although the ATO has a discretion to extend this period. This election form is included 
within the ABN application form. 

It is not compulsory for funds to elect to become regulated under SIS (although they 
must do so if they wish to enjoy concessional tax treatment). Where it is intended 
that a fund be established to operate in a manner which clearly makes compliance 
with SIS impossible (for example, where the main intention is to provide low-cost 
finance to the employer-sponsor), trustees would be well advised not to elect to 
become regulated. An election under SIS is irrevocable, and substantial penalties 
can be imposed on trustees involved in serious contraventions of SIS. 

The Australian Constitution does not provide the Commonwealth with the 
direct power to legislate in respect of superannuation. In order to ensure that the 
Commonwealth has the power to regulate superannuation funds, each fund must 
elect to be regulated via either the 'pensions route' or the 'corporations route'. 
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The pensions route 

For a fund to elect under the pensions route, its governing rules must specify that the 
primary purpose of the fund is to provide an old-age pension to members who reach 
retirement age. The pension can be provided directly or by purchasing a pension or 
annuity (including an allocated pension) from a life office or another fund. The rules 
of the fund may allow the pension to be commuted to a lump sum at the request of 
the member but the rules cannot make commutation mandatory. 


The corporations route 

The corporations route requires that the trustee is a corporation. This arrangement is 
required to be specified in the fund's governing rules. 

Under proposed amendments to the SIS Act, the election process would be 
supplemented for funds other than self-managed funds, by a system of registration of 
funds and APRA licensing of their trustees. This system is to come into force on 1 July 
2004 with a two-year transition period. 


Complying superannuation funds 


The issue of whether or not a fund is a complying fund is a crucial one as only 
complying funds are eligible for concessional tax treatment. A 'superannuation fund' 
is a complying superannuation fund if APRA has informed the fund that it is a 
complying fund and has not revoked that notice. Sections 42 and 42A of the SIS Act 
defines a complying superannuation fund for the purposes of the act. 

The definition has a number of elements: 

■ the fund must be a regulated fund; and 

■ the fund must be a resident fund (within the meaning of s. 6E(1) of ITAA 1936); and 
9 the fund must either have complied with SIS; or 

9 if it has breached SIS, has not failed the culpability test (this particular test applies 
to non-self-managed funds only). 

The culpability test 

Where a non-self-managed superannuation fund has breached SIS, APRA is required 
to consider whether the fund has failed the culpability test. This requires APRA 
to consider: 

9 whether the members of the fund were knowingly involved in the breach; 

9 the tax consequences which would arise if the fund loses its complying status; 
m the seriousness of the breach; and 
9 all other relevant circumstances. 

In practice, these requirements mean that only very rarely will APRA act to withdraw 
a fund's complying status. Serious contraventions of SIS will instead result in APRA 
using one or more of the other powers available to it under SIS. 

Where a self-managed superannuation fund has breached the SIS legislation, the ATO 
is required to consider the following in determining whether a fund should be made 
non-complying or not: 

9 the tax consequences that would arise if the fund was made non-complying; 

9 the seriousness of the breach; and 
9 all other relevant circumstances. 
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Requirements for compliance 

Superannuation funds are complying in an income year if they are regulated under 
SIS and any one of the following conditions is met: 

■ the fund did not breach any SIS requirement during an income year; 

■ the regulator is satisfied that the breach was not serious or frequent enough to 
make the fund non-complying; or 

■ after considering all the relevant circumstances, the regulator thinks that the fund 
should be taken to be complying, notwithstanding the breach. 

Section 5(2) of the SIS Act contains the following diagrammatical explanation of the 
requirements for compliance: 


Figure 5.1 


Complying superannuation fund 


Elected to be regulated and 
written notice received 


+ 

Trustee is a constitutional 
corporation 
or 

fund is age-pension provider 


t 
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Compliance with SIS Act 


Basically: 

■ operating standards 

■ governing rules 

■ borrowing rules 

■ in-house asset rules 

■ equal representation rules 

■ accounting requirements 

□ trustee, investment manager, 
actuary and auditor standards 
b public offer requirements 


Source: Adapted from Superannuation Industry (Supervision) Act 1993 (Cwlth), s. 5(2). 


Classification of superannuation funds under SIS 

SIS recognises four types of superannuation funds (these should not be confused with 
the general definitions above): 
a standard employer-sponsored funds; 

■ public offer funds; 

■ public sector funds; and 

■ small funds (which are funds with less than five members from 8 October 1999 
and are either self-managed superannuation funds or small APRA funds). 

The definitions contained in SIS are quite complex, but it is important to understand 
these as in many instances SIS imposes different requirements on the different 
categories of fund. It is important to note that these categories are not mutually 
exclusive, for example, a small fund can also be a public offer fund or a standard 
employer-sponsored fund. 
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Standard employer-sponsored fund 

This term is defined in section 16 of the SIS Act to mean a fund which has at least 
one standard employer-sponsor. A standard employer-sponsor is an employer who 
contributes pursuant to an arrangement with the fund trustee. An example of this 
type of fund is a company fund with a single contributing employer who makes 
contributions to the fund on behalf of its employees. 

Public offer fund 

Defined in section 18 of the SIS Act, the name implies a fund which invites 
contributions from members of the general public. Such funds are indeed public offer 
funds (POFs), but a number of other types of fund are also 'caught' by the SIS Act 
definition. A fund will generally be caught by the definition of a POF if it has even 
one member who is not a 'standard employer-sponsored member' as defined above. 
Thus, any fund which has only one self-employed member may be a POF. In many 
respects the standards prescribed for this type of fund are more stringent than those 
for other categories, as illustrated in Figure 5.2. Where funds have been 'inadvertently' 
caught by the definition, they may apply to APRA for a declaration that the fund is 
not a POF. Section 18A of the SIS Act also provides important relief to excluded funds 
from the POF requirements and sets out the circumstances in which an excluded fund, 
which would otherwise be a POF, is declared not to be a POF. 

Public sector fund 

A public sector fund is defined in section 10 of the SIS Act to mean a superannuation 
fund established under a law, or under the authority, of the Commonwealth, a State 
or Territory and, as the name suggests, these funds are established for public 
sector employees. 

Small superannuation fund 

A small superannuation fund is a fund with fewer than five members. 

Small funds are divided into two categories: 

1 self-managed superannuation funds (SMSFs); and 

2 small APRA funds. 

An SMSF is defined in SIS section 17A generally as a fund where: 

■ there are less than five members; 

■ all the individual trustees or directors of the corporate trustee are members of 
the fund; 

■ all the members are trustees or directors of the corporate trustee; 

s no member is an employee of another member of the fund unless they are 
relatives; and 

■ the trustees do not receive any remuneration for their trustee services. 

Where a fund is a single member fund, the trustee can be a single director company 
provided the member is the single director of the company. Otherwise, the trustee 
must be a two-director corporate trustee or two individual trustees. In these 
circumstances, the member must be one director/trustee and the member must not 
be an employee of the other director/trustee unless they are relatives. 

(Note that there is an extended definition of employee that traces an employment 
relationship between various entities (SIS s. 17A(6)).) 
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Where a fund fails to satisfy one of the above conditions and it wishes to be an SMSF, 
it has six months to rectify the breach. This six-month rule does not apply where new 
members are admitted to the fund (i.e. new members must become trustees/directors 
of the corporate trustee immediately). 

Where a small fund is not an SMSF, it must be an SAF. To be an SAF, the trustee of the 
fund must be an approved trustee. 

(If required, further information on this topic can be found in ATO Fact Sheet 
What is a Self-Managed Superannuation Fund. You can obtain this fact sheet from the 
Australian Taxation Office web site <http://www.ato.gov.au/content.asp?doc=/content/ 
super/19104.htm> (accessed May 2004)). 

SMSFs are only subject to a subset of the rules set out in SIS (see Figure 5.2). The reason 
is that the members of the fund are also the trustees. They are thus in a position to be 
aware of, and directly influence, the operation of the fund. 


Figure 5.2 

Overview of SIS as it applies to different categories of funds 



Key: 

(1) Rules relating to self-managed superannuation funds are limited to this subset of rules. 

(2) Additional rules relating to all other funds. 

(3) Additional rules relating to public offer funds only. 


The underlying principles of SIS 

In attempting to understand SIS, it is useful to consider some of the principles which 

underlie the legislation. In particular: 

■ responsibility for the management of superannuation funds rests squarely upon 
the shoulders of fund trustees; 

■ where practicable, members should have the opportunity of participating in 
the management of their superannuation funds through representation on the 
trustee board; 

■ trustee accountability will be enhanced if members are well informed; 
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■ the tax concessions which apply to superannuation should only be available to 

funds which are genuinely operated to provide retirement incomes to members; and 
s SIS is not intended to guarantee members' benefits but is designed to enhance the 
security of members' benefits. 


Rules applying to trustees 

Trustees have a crucial role in managing the superannuation savings of members. 

For this reason, certain criteria are prescribed for those wishing to be trustees. 

The Government proposes to introduce licensing requirements for superannuation 
fund trustees involving satisfaction of minimum competency standards. In addition, 
all funds apart from SMSFs will be required to register with APRA. The licensing and 
registration regime will focus on trustee risk management strategies and planning. A 
two-year phase in period is expected for the new regime, commencing 1 July 2004. 

Sections 120 and 121 of the SIS Act provide that a person is disqualified from serving 
as a trustee of a superannuation entity if they: 
e have been convicted of an offence involving dishonest conduct; 

■ have had a civil penalty order made against them; or 

□ are an insolvent under bankruptcy. 

Where the trustee is a corporation, a disqualified person must not act as a responsible 
officer of that corporation. A responsible officer is defined as meaning a director, 
secretary, or one who is involved in the management of the company. 

A body corporate may not act as the trustee of a superannuation entity if: 

□ a receiver, or receiver and manager has been appointed; or 

a an official manager or administrator has been appointed; or 

■ a provisional liquidator has been appointed; or 
m the body has begun to wind up; or 

■ it knows, or has reasonable grounds to suspect, that a responsible officer is a 
disqualified person. 

It is important to note that a person who is a disqualified person under section 120 is 
disqualified from being a trustee of any superannuation fund. Thus a disqualified 
person is prohibited even from acting as a trustee of an SMSF. 

Similar provisions apply to investment managers (s. 126) and custodians (section 126A) 
of superannuation fund assets. 

However, s. 126B of the SIS Act does provide that a person convicted of minor offences 
involving dishonesty may make application to the APRA for waiver of their disqualified 
person status. In order to succeed in their application the applicant must satisfy the 
APRA that they are 'highly unlikely to pose a risk to any superannuation entity'. 

A high standard is imposed on superannuation entity trustees under the SIS Act. 

In Case 60/96, 96 ATC 560, the AAT upheld an ISC (now APRA) decision that a 
person convicted of submitting 134 pounds sterling of fraudulent insurance claims 
in the United Kingdom in 1969 should be disqualified from being a trustee of a 
superannuation entity. In commenting on its decision, the AAT said it considered 
the offence was serious and that the applicant had failed to be open and honest about 
the circumstances relating to the conviction at the earliest opportunity when asked 
about the conviction. 
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Public offer fund trustees 

Trustees of Public Offer Funds (POFs) are subject to additional requirements. A POF 
may not invite or accept new contributions unless it has an 'approved trustee'. In order 
to obtain such approved trustee status from APRA, a trustee must: 

■ be a corporation; 

■ satisfy APRA that it can be relied upon to perform its duties in a proper manner; and 

□ either: 

□ pass a test of financial substance (currently net tangible asset backing and/or 
approved guarantees to the value of $5 million), or 
■ comply with written requirements regarding the custody of fund assets. 

Not all approved trustees can be trustees of SAFs. A list of approved trustees and those 
that can be trustees of SAFs can be found on the APRA web site <http://www.apra.gov.au> 
(accessed May 2004). 

Under amendments to be phased in from 1 July 2004, a separate type of licence will 
apply to the trustee of a public offer entity. 

Trustee responsibilities 

Section 52 of the SIS Act codifies many of the obligations that trustees already have 
under common or trust law. These are set out in the form of covenants which, by 
virtue of s. 52(1), are taken to be included in the governing rules of all regulated 
superannuation funds. The covenants are: 

■ to act honestly in all matters concerning the fund; 

■ to exercise the same duty of care, skill and diligence as an ordinary prudent person 
would exercise in dealing with the property of another person to whom there was 
felt to be a moral obligation; 

■ to ensure that the trustee's duties and powers are exercised in the best interests 
of beneficiaries; 

□ to keep the money and assets of the fund separate from other money and assets; 

■ not to enter into any contract, or do anything else, that would prevent the trustee 
from, or hinder the trustee in, properly performing or exercising the trustee's 
functions and powers; 

■ to formulate and implement an investment strategy that has regard to risk and 
return, the need for diversification and liquidity and the current and future 
liabilities of the fund; 

■ to formulate and implement a strategy for managing any reserves of the fund 
which is consistent with the fund's investment strategy and its capacity to 
honour its liabilities; and 

■ to allow a beneficiary access to any prescribed information or any 
prescribed documents. 

The prudential standards imposed on trustees of superannuation funds require the 
exercise of standards of an ordinary prudent person. This is a legal concept which 
tests the conduct rather than the performance of particular decisions. It tests whether 
an ordinary person making an investment on behalf of others, for whom a moral 
obligation is due, would make that investment. The concept requires more care, skill 
and judgment than would be exercised in an investment decision involving their 
own personal assets. Prudence fails when an investment is made knowing, or when 
it should be known, that it is unsound. Failure of an investment is not in itself 
evidence of imprudence. Trustees would normally only be personally liable where an 
investment lost money if the investment was outside authorised limits, imprudent 
or made to benefit the trustee personally. Trustees should therefore be able to 
demonstrate that investments were made under a well documented strategy, and 
after proper investigation. Investment strategy issues are discussed in greater detail 
later in this module. 
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It is important to note that s. 52 of the SIS Act does not limit a trustee's duties under 
common law or trust law. In many respects a trustee's duties under common law and 
trust law are more demanding than those set out in the SIS covenants. 

The primacy of trustees as managers of superannuation funds is reinforced by 
ss. 58 and 59 of the SIS Act. Section 58 provides that fund rules must not, except in 
very limited circumstances, permit trustees to be subject to direction by another party. 
Section 59 also restricts the circumstances in which a person other than the trustee 
may exercise a discretion under the fund's governing rules. Sections 58 and 59 do not 
apply to funds with fewer than five members. 

In addition to the general trustee responsibilities set out in s. 52, the SIS Act and 
Regulations contain a large number of specific requirements. The most important of 
these are outlined below. 


Risk management 

The amendments to the SIS Act under the Superannuation Safety Amendment Act 2004 
(Cwlth) will introduce requirements, to be phased in from 1 July 2004, for a trustee 
(other than the trustee of an SMSF) to establish a risk management strategy to identify, 
monitor and manage risks in relation to the trustee's activities as a licensed trustee. 

Each trustee (other than the trustee of an SMSF) must also establish a risk management 
plan to manage, identify and monitor risks specific to each fund of which it is a trustee. 

These requirements will be associated with the licensing regime to be introduced from 
1 July 2004, and are to be subject to audit by the fund's external auditor. 


Equal representation 

One of the most important ways in which members of employer-sponsored funds are 
able to participate in the management and protection of their retirement savings is 
through representation on the board of trustees. Sections 86 to 93A of the SIS Act set out 
the rules regarding equal representation. 

Where the trustee board consists of a group of individuals, the basic equal 
representation requirements are satisfied where there are an equal number of employer 
nominated representatives and employee nominated representatives. Where the fund 
trustee is a corporation, the board of directors must consist of an equal number of 
employee nominated representatives and employer nominated representatives. 

The basic equal representation requirements will still be met where an additional 
independent trustee or director is appointed at the request of the employer or 
employee representatives, providing that the fund's rules: 

■ allow such an appointment; and 

■ do not allow the independent trustee or director to exercise a casting vote. 

Equal representation rules do not apply to self-managed superannuation funds. 

The rules which apply to non self-managed superannuation funds are as follows: 

■ Public offer funds. Effectively these funds must have an independent corporate 
trustee which has been approved by APRA. In certain circumstances, POFs may be 
required to establish policy committees. If so, these committees must include 
equal numbers of employee and employer nominated representatives. 
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■ Standard employer-sponsored funds with 5 to 49 members . These funds must 
satisfy the basic equal representation requirements or have an independent, 
APRA-approved trustee appointed following agreement between the members 
and their employers. 

■ Standard employer-sponsored funds with 50 members or more. These funds must 
comply with the basic equal representation rules. 

SIS does not prescribe procedures for selecting employee representatives or employer 
representatives. This is a matter for each individual fund. However, SIS prescribes that 
vacancies on trustee boards must be filled within 90 days. 

Where a fund moves from one category to another, for example from being an SMSF 
to being a non-SMSF fund, SIS allows a period of 90 days for the fund to adapt to the 
new category's requirements. 


Question 5.1 

Why do you think the SIS rules on equal representation for funds with from 5 to 49 members 
differ from those prescribed for larger funds? 


The sole purpose test 

Section 62 of the SIS Act requires that a superannuation fund must be maintained 
solely for one or more of the following core purposes, being the provision of benefits: 

■ for each member on or after the member's retirement from any business, trade, 
profession, vocation, calling, occupation or employment in which the member 
was engaged (whether retirement occurred before or after the member joined 
the fund); 

□ for each member on attaining age 65; and 

■ to a member's legal personal representative or the member's dependants on or 
after the death of the member, provided that the death occurred before the 
member turned 65 years of age. 

In addition to the core purposes listed above, funds may be maintained for one or 
more of the core purposes and one or more of the following ancillary purposes, being 
the provision of benefits: 

■ to each member on or after the termination of the member's employment; 

■ to each member after the member leaves gainful employment because of ill-health; 

■ to the member's dependants or legal personal representative in the event of the 
member's death after retirement; 

■ to a member's dependants or legal personal representative in the event of the 
member's death after age 65; and 

■ such other benefits as the APRA approves in writing. These may include provision 
of benefits paid: 

Q in accordance with the preservation and payment standards; and 
■ on compassionate grounds. 

Under the SIS Act, a breach of the sole purpose test is a breach of a civil penalty 
provision, exposing the trustee to the possibility of a monetary penalty of up to 
$220 000 and/or imprisonment for up to five years. The breach may or may not result 
in the fund losing its compliance status and thus its taxation concessions. 
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(If required, additional information on the sole purpose test can be found in APRA 
Circular no. III.A.4, The Sole Purpose Test and the ATO Fact Sheet Self Managed Funds — 
Sole Purpose Test <http://www.ato.gov.au/content.asp?doc=/content/super/19107.htm> 
(accessed May 2004).) 


Case 43/95: An example of a breach of the Sole Purpose Test 

In Case 43/95, 1995 ATC 374, the AAT found that there had been a breach of the 
Sole Purpose Test. The AAT concluded that 'the fund was not maintained for the sole 
purpose of providing benefits to members, but also to provide benefits to the managing 
director of the employer, his family and in some cases his friends. It was not in reality a 
superannuation fund'. 

The case involved a fund which had been established in 1978 by a franchisee of five 
fast food outlets. These outlets were operated through a company which was the 
employer-sponsor of the fund. Except for the managing director and his wife, the 
members of the fund were employees who were mainly high turnover, young, 
casual workers. 

Evidence suggested that most employees never received any benefit from the fund, 
and were not even aware of the fund's existence. The fund also had a very limited 
vesting scale (5 per cent after 10 years' service and 50 per cent after 25 years' service). 

The superannuation fund held assets which included: 

■ units in the managing director's family trust, where the only asset was a Swiss 
chalet, which the AAT concluded was no more than a source of funding for the 
family trust and the managing director; 

■ a holiday house in Sorrento, which the AAT said was not in reality for the provision 
of retirement benefits, regardless of whether it was only used by fund members; 

■ shares in a private company, where the only asset was two shares in a golf club 
which entitled the managing director access to the golf club. These shares were 
also used by the managing director as security to borrow funds, and the AAT 
considered these facts suggested that the managing director was treating this asset 
as his own. 

The AAT upheld the then ISC's decision that this fund was not entitled to tax 
concessions for the 1986/87 to 1991/92 financial years. 

Commenting on the case, an APRA representative said superannuation is for 
retirement, not to play with before retirement, and that tax concessions are only 
available to superannuation funds that comply with the superannuation rules to 
ensure that money in superannuation funds is saved and used solely for retirement. 

Note: This case was decided under the old OSSA legislation and thus the only penalty incurred 
was the loss of the fund's tax concessions for the relevant years. Under SIS, a breach of the sole 
purpose test is a civil penalty provision, a breach of which will expose an individual trustee to a 
fine of up to $220 000 or imprisonment for up to five years. In addition, the fund may lose its 
complying status. 

When looking at an investment of a fund, it is necessary to consider whether the 
investment satisfies the sole purpose test and then whether the investment rules 
are satisfied. 
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Investment rules 

The prudent investment of members' funds is one of the most important responsibilities 
of trustees. In accumulation style funds, the trustees' success in investing and managing 
the contributions received will directly affect the size of the benefit which members 
ultimately receive. 

SIS imposes a number of restrictions on the investment activities of superannuation 
fund trustees. Some have suggested that superannuation funds should be compelled 
to invest a proportion of their funds in domestic infrastructure projects, or that limits 
be imposed on the proportion of superannuation funds which may be invested 
offshore. The Government has steadfastly opposed these proposals, thus re-affirming 
that the overriding responsibility of trustees is to invest fund monies for the benefit 
of their members. 

The investment standards of the SIS Act are designed to: 

■ promote the prudent management of members' funds; 

■ enhance the security of members' funds; and 

■ ensure that superannuation funds are genuinely used for the purposes of 
providing members with benefits in their retirement. 

Arm's-length basis requirement for investments 

Section 109 of the SIS Act requires that fund investments be made on an arm's-length 
basis. This requirement, which applies both to trustees and investment managers, 
means that the purchase or sale price of an investment should be at full market value 
and the income from the investment should also reflect a true market rate of return. 

Section 109 does not prevent trustees and investment managers from entering into 
transactions with parties which are not at arm's-length—the requirement applies to 
the terms of the transaction, not the parties. However, where trustees are dealing with 
related parties, the trustees need to carefully consider the other investment rules in 
conjunction with the arm's-length test. 

(Further information on this topic can be found in the APRA Circular no. II.D.5, 
Investments to be on an Arm's-Length Basis.) 


Investment strategy requirements 

One of the covenants in section 52 of the SIS Act requires trustees to formulate and 
give effect to an investment strategy which has regard to risk and return, the need 
for diversification and liquidity, and the current and future liabilities of the fund. 

This requirement has been included in SIS as an operating standard in reg. 4.09. 

Funds may offer members a choice of different investment strategies. Where a fund 
does offer members a choice, SIS requires that members be fully informed of the effect 
and risks of each of the strategies. Figure 5.3 illustrates the investment strategy process 
where a fund offers members a choice of strategies. 
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Figure 5.3 

Investment strategy process 
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Source: Adapted from Insurance and Superannuation Commission, Investment Strategies and 
Beneficiary Investment Choice, Superannuation Circular no. II.D.l, ISC, Canberra, December, 1995, 
para. 34. Commonwealth of Australia copyright reproduced by permission. 


It is important to note that the SIS Regulations do not allow members to direct 
trustees to purchase individual investments on their behalf. The regulations only permit 
members to direct trustees in relation to investment strategies . The practical result of 
this is that members only have choices among the range of strategies that a trustee 
decides to offer. It should be noted that SMSFs by their very nature enable members 
to nominate individual investments for the fund to invest in. This is because the 
members are the trustees. SAFs may also enable members to select individual 
investments subject to very strict guidelines. 

(If more information is required, refer to APRA Circular no. II.D.l, Managing Investments 
and Investment Choice ; April 1999.) 

Section 55 of the SIS Act provides that, where a person suffers loss as a result of a 
trustee contravention of the covenants, including the investment strategy covenant, 
that person may claim damages. Any action must be commenced within six years of 
the contravention. However s. 55 also provides protection to trustees in relation to 
investment decisions. Section 55(5) provides a statutory defence to trustees against 
any action arising from an investment, providing the investment was made in 
accordance with a properly formulated investment strategy. Section 55(6) provides 
a similar protection in relation to the management of a fund's reserves. 

It should be noted that the ATO recommends that an SMSF's investment strategy should 
be in writing. Unless an investment strategy is in writing, it is very difficult for the 
trustees to prove that one has been established and that the trustees are following it. 

Reading 5.3, Trustee liability: Check your investment strategyis an article which looks at a 
trustee's obligations in relation to investment strategies. Read this article now and answer the 
following question. 
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Question 5.2 

The trustee of a superannuation fund is contemplating investing some of the fund's 
money in a highly speculative venture. She seeks your advice on whether she may do so. 
What would your advice be? 


Prohibition on lending 

Trustees and investment managers of regulated superannuation funds are generally 
prohibited by section 65 of the SIS Act from lending money, or providing any other 
financial assistance using the fund's resources, to a member or a member's associate. 
The only exceptions are when on or before 16 December 1985 for private sector funds 
and 25 May 1988 for public sector funds the trustees had: 

■ an express right to lend to members; or 

■ lent money to members and this was not expressly prohibited by the fund's 
governing rules. 

The SIS Act also ensures that these exceptions cannot be widened by any amendment 
to the governing rules. 

Section 65 also prevents funds from providing financial assistance to members. 

In APRA's view this would include transactions such as providing guarantees for the 
private loans of members. 

(If required, further information on this topic can be found in APRA Circular no. II.D.2, 
Lending and Provision of Financial Assistance to Members of Superannuation Entities .) 


Restrictions on acquiring assets from related parties 

Section 66 of the SIS Act prohibits superannuation funds from intentionally acquiring 
assets other than listed securities acquired at market value (plus, for small funds only, 
business real property) acquired at market value from related parties of the fund. 
Related parties will include members, relatives, standard employer sponsors and 
entities that these control. 

This prohibition is intended to overcome abuse of the previous superannuation 
legislation which permitted members to sell their private assets to their fund (such 
as houses, cars or boats) in order to obtain cash. These transactions were clearly 
inconsistent with the purpose of providing tax concessions to superannuation funds 
to enable persons to save during their working lives for income in retirement due to 
the release of cash by the fund. 

The specific requirement in the SIS legislation is that the trustee of a regulated 
superannuation fund must not intentionally acquire an asset, apart from money, or 
a listed security at market value (plus, for small funds only, business real property) 
from a related party of the fund. 

In addition to the above exceptions, a fund can acquire assets from a related fund as 
a result of a merger. The regulators can also by written determination permit a fund/ 
group of funds to acquire an asset. Funds can also acquire in-house assets from related 
parties provided the in-house asset rules are not breached. 

For the purposes of SIS s. 66, a listed security is any share, unit, bond or debenture, 
right or option or any other security listed for quotation on the Australian Stock 
Exchange, an approved stock exchange under s. 470 of the Tax Act (generally overseas 
stock exchanges) and the exempt stock markets under s. 771 of the Corporations Act 
2001 (Cwlth). 
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Business real property is any freehold/leasehold interest in real property or Crown land 
that is capable of assignment/transfer or any interest in real property prescribed by the 
regulations where the land is used wholly and exclusively in a business by an entity. 

It also includes primary production property that has minimal domestic/private 
dwellings on it (see SIS s. 66(6)). See the ATO's Superannuation Circular 2003 /Draft for 
Comment—Business Real Property at <http://www.ato.gov.au> (accessed May 2004). 

There is no limit on the amount of the fund's assets that can be used to acquire 
business real property from related parties. For example, a fund could acquire business 
real property from a related party and this asset could be 100 per cent of the fund's 
total assets. (Note that prior to 12 May 1998, a 40 per cent threshold applied to 
business real property.) The only restriction is that the assets must be acquired at 
market value. 

Trustees are also prohibited from involvement in a scheme that will result in the 
acquisition of assets from persons who are connected, either directly or indirectly, 
with related parties of the fund. 

'Scheme' in this context means: 

■ any agreement, arrangement, understanding, promise or undertaking whether 
express or implied, or whether or not enforceable through legal proceedings; and 

■ any scheme, plan, proposal, action, course of action or course of conduct, whether 
unilateral or otherwise. 

An example of such a scheme would be one in which the trustees were aware that a 
company or trust from which they were accepting an in-specie contribution was 
intentionally set up by the member for the purpose of contributing an asset to the 
superannuation fund. 

Trustees may continue to accept in-specie contributions from sources other than 
related parties providing that the contributions are suitable investments, are accepted 
at market value, and are not made as part of a scheme undertaken to intentionally 
avoid the prohibition on acquisition of assets from related parties. 

(If required, further information on this topic can be found in APRA Circular II.D.3, 
Acquisition of Assets from Related Parties .) 

Borrowing rules 

Rules contained in section 67 of the SIS Act generally prohibit a superannuation fund 
from borrowing money, or maintaining an existing borrowing of money. There are, 
subject to total borrowings by a superannuation fund being limited to a maximum 
of 10 per cent of the fund's assets, two exceptions to this general prohibition: 

■ If a payment to a beneficiary could not be made without borrowing, and the 
payment was required to be made to comply with: 

d the governing rules, or 
b the law 

or if a payment of superannuation contributions surcharge could not be made 
without borrowing, then the fund may borrow for a maximum of 90 days and the 
borrowing must be for less than 10 per cent of the market value of the fund's assets. 

■ Funds may borrow for up to seven days to settle financial instrument acquisitions 
of the type listed in section 67(3)(a) of the SIS Act, which are: 

■ bonds, debentures, stock, bills of exchange or other securities; 

■ shares in a company; 

■ units in a unit trust; 

■ futures, forward contracts, interest rates swap contracts, forward exchange rate 
and forward interest rate contracts; 
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. a right or option for any of the above; 

> any similar financial instrument; and 
- foreign currency. 

In the case of this second exception, the borrowing is only permitted where the need 
to borrow was unforeseen at the time when the transaction was entered into, that is, 
trustees cannot routinely borrow to cover settlement of such transactions. In this case, 
the fund can borrow for seven days and the amount of the borrowing must be less 
than 10 per cent of the market value of the fund's assets. 

(If required, further information on this topic can be found in APRA Circular no. II.D.4, 
Borrowing by Superannuation Entities,) 


In-house asset rules 

Sections 69 to 85 of the SIS Act prescribe the rules on in-house assets. From 11 August 
1999, an in-house asset of a superannuation fund is any of the following: 

■ a loan to or an investment in a related party; 
a an investment in a related trust; or 

■ an asset of the fund subject to a lease or lease arrangement between the trustee of 
the fund and a related party (SIS s. 71(1)). 

There are some exceptions to this definition. The following assets are not considered to be 
in-house assets: 

■ a life policy issued by a life insurance company; 

■ an asset of a public sector fund which is invested in securities issued by the 
Commonwealth, the government of a State or Territory or a public authority that 
is not an employer-sponsor or an associate of an employer-sponsor of the fund; 

a a deposit with an ADI; 

b if the superannuation fund has less than five members, real property subject to a 
lease, or to a lease arrangement enforceable by legal proceedings, between the 
trustee and a related party of the fund, if the property throughout the term of the 
lease is business real property; 

■ a deposit with an approved bank, or approved non-bank financial institution; 
b an arm's-length investment in a pooled superannuation trust; 

a an asset which the regulator has determined, in writing, is not an in-house asset of 
a particular fund, a class of funds or any fund; 
b an investment in a widely held unit trust; and 

b property owned by a superannuation fund and a related party as tenants in 

common, other than property subject to a lease arrangement between the trustee 
of the superannuation fund and a related party. 

Prior to 11 August 1999, an in-house asset was simply an investment in or loan to an 
employer-sponsor or associate of an employer-sponsor of the fund. 

The new definition of in-house is significantly wider than the old definition. As a result, 
there are a number of grandfathering and transitional rules that apply. 

Under the grandfathering rules, the following are not in-house assets: 
b any loans to or investments in a related party made after 11 August 1999 that 
were subject to a pre-11 August 1999 contract that would not have been an in- 
house asset under the old rules; 

a any additional capital payments made up to 30 June 2009 on any partly paid 

shares/units in a related party of the fund that were on hand at 11 August 1999; and 
b any leases/lease arrangements made after 11 August 1999 that were subject to 
pre-11 August 1999 agreements. 
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Under the transitional rules, the following are not in-house assets: 

■ Any loans to or investments in or lease/lease arrangements entered into between 
11 August 1999 to 23 December 1999 that would not have been in-house assets 
under the old definition. These assets will be in-house assets after 30 June 2001. 
From this date, they will be in-house assets. 

■ Income distributions/dividend income from related parties between 11 August 1999 
to 30 June 2009 can be reinvested in the unit trust/company and will not be an 
in-house asset. 

■ Additional acquisitions of units/shares in certain related geared unit trusts/ 
companies will not be in-house assets provided a written election has been made. 
This applies to additional units/shares acquired up to the value of the borrowings 
in the trust/company at 11 August 1999 provided the acquisition occurs before 
30 June 2009. Where a fund makes this election, it cannot use the reinvestment 
rules to exclude certain assets from the in-house asset definition or the 
grandfathering rules relating to the acquisition of investments/loans subject to 
pre-11 August 1999 agreements. 

An in-house investment is different from other investments of a superannuation 
fund in that: 

b the judgment of the person making the investment is likely to be influenced by 
the relationship between the fund and the related party; and 
b it involves an additional type of risk—for example, if the employer goes out of 
business, not only will members lose their jobs but their superannuation benefits 
may be adversely affected if the super fund assets are heavily linked to the 
employer-sponsor. 

The in-house asset rules are designed to restrict the value of the fund's assets tied up in 
in-house assets. 


New acquisitions of in-house assets 

New acquisitions of in-house assets are limited to 5 per cent of the market value of 
total assets of a superannuation fund, and a fund cannot acquire a new in-house asset 
if that investment: 

■ results in in-house assets exceeding 5 per cent of the market value of the fund's 
assets; or 

b in-house assets already exceed the 5 per cent of market value limit. 


Existing in-house assets 

Where existing in-house assets exceed the 5 per cent of market value limit, 
superannuation funds were required to reduce their in-house assets to no more than 
the following ratios by the following dates: 

Date _ Ratio _‘_ 

1 July 1998 to 30 June 2000 10 per cent of market value of all the assets of the 

fund, compliance tested at the end of the fund's 
income year 

From 1 July 2000 5 per cent of market value of all the fund's assets, 

compliance tested at the end of the fund's income year 

In-house assets in excess of the 5 per cent of market value limit at 30 June 2001 had to 
be disposed of during the following year. 
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Question 5.3 

CPA superannuation fund had total assets with: 

■ a historical cost of $1 million; and 

■ a market value of $1.2 million. 

Explain the operation of the in-house asset rules to the trustees of CPA in relation to its assets. 
Deciding whether a fund has met the in-house asset rules 

In considering whether a fund has met the in-house asset rules, it is necessary to 
consider first whether any of its investments are 'in-house' and, second, the market 
value of the investment relative to the fund's total assets. 

The definition of 'in-house' asset involves deciding whether an asset is owned in 
relation to a related party. 'Related party' has the same definition as in the acquisition 
of asset rules from related parties. In addition, it is necessary to consider whether an 
investment is in a related trust. A 'related trust' is a trust that a member or standard 
employer-sponsor of the fund controls (except an excluded instalment trust). 

An entity controls a trust where: 

■ a group in relation to that entity has a fixed entitlement to at least 50 per cent of 
the capital or income of the trust; or 

■ the trustees of the trust are accustomed or obliged to act in accordance with the 
directions of a group in relation to an entity; or 

■ a group in relation to the entity is able to remove or appoint the trustee of the trust. 

A group includes a member, employer-sponsor or associate either acting alone or together. 

For the purposes of the in-house asset rules, where an asset was acquired without 
consideration, or for consideration not equal to the arm's length amount or where the 
asset was not acquired with money, section 73 of the SIS Act deems its cost to be its 
arm's-length value as at the date of acquisition. 


Example 5.1 

ASA Ltd makes an in-specie contribution of its shares to its standard employer-sponsored 
superannuation fund. The market value of the shares at the time the superannuation fund acquired them 
was $200 000, and this is the deemed cost of the shares for the purposes of the in-house asset rules. 


Earnings rate required on in-house assets 

The SIS legislation does not prescribe any particular rate of earnings for in-house assets. 
However, it does prescribe that all transactions must be entered into and maintained 
on an arms-length basis. (See 'Arm's-length basis requirement for investments' 
above). The earnings rate required for in-house assets is a commercial rate of interest, 
determined by the trustee. Examples of what might be a commercial rate of return are: 

■ the current overdraft interest rate; or 

■ the loan Fringe Benefits Tax statutory interest rate (6.55 per cent for the FBT year 
ending 31 March 2004). 

(If required, further information on this topic can be found in APRA Circular no. 
II.D.6, In-House Assets). 


Charge over assets 

Under SIS reg. 13.14, a fund must not give a charge over or in relation to an asset of 
the fund. 
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The only exception to this rule relates to charges given in relation to certain derivative 
contracts where it is market practice for such a charge to be given (SIS reg. 13.15A). 

The ATO's comment regarding the SIS investment restrictions can be found in the 
ATO Fact Sheet Self Managed Superannuation Funds—Investment Strategy and Investment 
Restrictions at the ATO web site <http://www.ato.gov.au/content.asp?doc=/content/ 
super/19109 .htm> (accessed May 2004). 


Member reporting requirements 

Under the Financial Services Reform Act 2001 (Cwlth), regulation of the provision of 
information to members, prospective members and others on financial products 
(defined to include superannuation fund interests) falls under the Corporations Act 
2001 (Cwlth) and Regulations from 11 March 2004, after a two-year phase-in period 
from 11 March 2002. 

More stringent disclosure requirements apply to public offer funds than for other types 
of funds. In particular, in most instances, POFs must ensure that prospective members 
are supplied with information before they join the fund. Other funds need only supply 
this information as soon as practicable after the member joins. The member reporting 
requirements for excluded funds are less demanding than for other types of funds, for 
example, excluded funds need not issue an annual fund report. 

The new requirements under the Corporations Act 2001 (Cwlth) and Part 7.9 of the 
Corporations Regulations set out requirements for: 

■ the provision of a product disclosure statement in an approved form; 
a periodic statements to members; 

■ provision of information on request by members and in relation to payments; 

■ information about complaints; and 
a information for exiting members. 

(If more information is required, member reporting requirements are discussed on ASIC's 
website at <http://asic.gov.au>. 

Superannuation Circular no. III.E. 1, 'Regulation for Small APRA Funds', is included as Reading 5.4. 
Read this circular to familiarise yourself with these requirements. 


Contribution and benefit accrual standards 

Part 7 and Subdivision 13.1.2 of the SIS Regulations set out rules regarding the 
acceptance of contributions by regulated superannuation funds and, in the case of 
defined benefit funds, the granting of benefit accruals. You will recall from your study 
of Module 4 that eligibility to contribute to a superannuation fund (unless these are 
mandated contributions) depends upon the member's employment status and age. 

(If required, further information on this topic can be found in APRA Circular no. I.A.l, 
Contributions and Benefit Accrual Standards for Regulated Superannuation Funds and the 
ATO Fact Sheet Self Managed Superannuation Funds—Acceptance of Contributions at 
<http://www.ato.gov.au/content.asp?doc=/content/super/19108.htm> (accessed 
May 2004).) 


Minimum benefit standards 

Division 5.2 and 5.3 of the SIS Regulations define a member's minimum benefits and 
prescribe how those minimum benefits are to be treated. 
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If the fund is an accumulation fund, a member's minimum benefits are: 

■ the member's member-financed benefits plus net investment earnings; 

■ the member's mandated employer-financed benefits (that is, from Superannuation 
Guarantee or award obligations, including any shortfall component) plus net 
investment earnings; and 

■ all rollovers and transfers from an RSA and other rollovers or transfers treated as 
minimum benefits by the trustee. 

If the fund is a defined benefit fund, a member's minimum benefits are: 

■ if the member belongs to a class of employees to which a benefit certificate 
applies, the amount of the member's minimum requisite benefits; or 

■ in any other case as for an accumulation fund. 

Each member's minimum benefits must be maintained in the fund until the benefits 
are rolled over, transferred or cashed in as benefits of the member (SIS reg. 5.08). 

(If required, additional information on minimum benefit standards can be found in 
APRA Circular no. I.C.l, Minimum Benefits Standards.) 

Member protection standards 

Division 5.5 of the SIS Regulations prescribes the member protection standards which 
apply to all regulated superannuation funds, except SMSFs. These measures were 
introduced to prevent the erosion of small superannuation balances by fees and 
charges. Generally, the regulations prevent superannuation balances of less than 
S1000 which contain some Superannuation Guarantee or award amounts from being 
reduced by administration fees and charges. However, small balances may still be 
reduced by: 

■ taxation charges, including the superannuation contributions tax; 

■ insurance premiums; and 

a by poor investment performance, where total investment earnings are less than 
total fund administration costs. 

Funds which are unwilling to offer member protection must transfer the member's 
benefits to another fund which does offer member protection. 

It is important to note that the rules on member protection do not apply to SMSFs. 

(Further information on this topic can be found in APRA Circular no. I.B.l, Protection 
of Member Benefits .) 


Payment standards 

Part 6 of the SIS Regulations contains standards relating to the compulsory and 
voluntary cashing of superannuation benefits and the compulsory preservation of 
certain benefits until retirement. 


Preservation 

The current minimum retirement age is age 55. The minimum retirement age at which 
preserved benefits can be taken is increasing from age 55 to age 60. By the year 2025, 
the standard minimum retirement age will be age 60. For anyone aged 35 or over on 
1 July 1995, the minimum retirement age remains at 55 years. For those under age 35 
on 1 July 1995, the minimum retirement age is to be determined by their date of birth. 
Benefits are to be preserved until the following preservation ages: 
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Date of birth 


Preservation age 


Before 1 July 1960 


55 

56 

57 

58 

59 

60 


1 July 1960-30 June 1961 
1 July 1961 - 30 June 1962 
1 July 1962 - 30 June 1963 
1 July 1963 - 30 June 1964 
1 July 1964 or later 


Voluntary cashing 

The rules on the voluntary cashing of benefits are subject to the fund's governing rules 
and depend upon whether benefits are classed as: 

■ restricted non-preserved benefits; 

b unrestricted non-preserved benefits; or 
b preserved benefits. 

Restricted non-preserved benefits are benefits which are not preserved but are not able to 
be cashed until a condition of release, as defined in Schedule 1 of the SIS Regulations, 
is satisfied. The conditions of release defined in the schedule include: 

□ retirement; 

□ permanent incapacity; 

a permanent departure from Australia for non-residents who entered Australia on an 
eligible temporary visa; 
a severe financial hardship; 

■ compassionate grounds; 
a attaining age 65; and 

a death. 

However, typically the relevant condition of release is the member's termination 
of employment. 

Under the preservation arrangements which applied from 1 January 1996 (or some 
later date) for some funds, until 1 July 2000, a member's restricted non-preserved 
benefit would be the greater of: 

n a member's own undeducted contributions made since July 1983 and before 
1 July 2000; or 

b a member's entitlement to a resignation or retrenchment benefit as at the fund's 
changeover day which is not subject to preservation. 

From 1 July 1999, all superannuation benefits are required to be preserved (including 
undeducted contributions). The only amounts that are not subject to preservation are 
those benefits which were unpreserved at 30 June 1999 under the then current rules. 
This change will apply to all funds. 

Unrestricted non-preserved benefits are benefits that may be cashed at any time and 
virtually in any form, that is, they are not subject to any cashing restriction and 
therefore can be paid as a lump sum, pension or annuity. They represent benefits for 
which a condition of release, such as termination of employment, has been satisfied. 

Preserved benefits are benefits which must generally be preserved until retirement on 
or after age 55 and represent all benefits, other than the member's restricted non- 
preserved and unrestricted non-preserved benefits. Preserved benefits may be accessed 
upon termination of employment prior to age 55, but only if they are taken in the 
form of a non-commutable life pension or annuity. Preserved undeducted 
contributions of a non-working spouse are preserved until age 65. 
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Compulsory cashing 

All accrued superannuation benefits, other than those arising from post age-65 award 
contributions, must be cashed and paid as a lump sum, pension or annuity by the 
fund as soon as practicable once: 

■ the member ceases to be gainfully employed on a part or full-time basis (that is, 
for at least 10 hours each week), if the member is at least aged 65 but less than 75; 

■ the member ceases to be gainfully employed on a full-time basis (that is, for at 
least 30 hours each week), if the member is at least aged 75; or 

■ the member dies. 


For proposed changes to payment standards, see Appendix 4.1 in Module 4. 

The conditions of release and cashing restrictions for preserved benefits and restricted 
non-preserved benefits are summarised in Table 5.1. 


Table 5.1 


Conditions of release (SIS Regulations , Division 6.1) 

Cashing restrictions 

Retirement— taken to occur if: 

b the member is aged from 55 to 59, has retired from gainful 
^ employment, and the trustee is reasonably satisfied that the 

member never intends to be gainfully employed for ten or more 
hours per week again; or 

b the member is aged from 60 to 64 and an arrangement under which 
the member was gainfully employed has come to an end, or, if the 
member has more than one employment arrangement, one of those 
arrangements ceases—that is, the member can satisfy the condition 
of release test and still be employed. 

Nil 

Benefits may be cashed in one or more of the following ways: 

□ one or more lump sums; 

■ one or more pensions; and 

■ the purchase of one or more annuities. 

The member has attained the age of 65. 


Permanent incapacity —taken to occur if: 

■ the member has ceased gainful employment; and 
a the trustee is reasonably satisfied that the member is unlikely, 
because of ill health, ever again to engage in gainful employment 
corresponding with the member's qualifications, education, training 
or experience. 


Benefit is less than $200 at the time of termination of employment 


The balance of an individual's superannuation account may be 
withdrawn if: 

□ the member was the holder of an eligible temporary residents 
visa that has expired or been cancelled; and 

□ the member has permanently departed from Australia. 


Termination of gainful employment with an employer who had, or any of 
whose associates had, at any time contributed to the fund for the 
member. 

Restricted non-preserved 

As above. 

Preserved benefits 

Cashing must be in the form of a non-commutable life pension/ 
annuity. 

Temporary incapacity. 

Cashing must: 

a be in the form of a non-commutable income stream; 
a be to continue (in whole or part) the gain or reward the 
member received before the temporary incapacity; and 
■ not be paid for longer than the period of incapacity from 
employment prior to illness. 


Severe financial hardship —administered by the trustee or RSA provider 
where the member has received Commonwealth income support 
benefits for: 

■ a continuous 26 weeks if less than 55 years and 39 weeks; or 

■ a cumulative period of 39 weeks since turning age 55, and is not 
gainfully employed full or part time on the date of application. 


A single lump sum between $1000 and $10 000. 
Nil. 
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Conditions of release ISIS Regulations , Division 6.1) 

Cashing restrictions 

Compassionate grounds (administered by the 

regulator) to cover payments: 

■ to treat life-threatening illnesses; 

■ to prevent foreclosure by a mortgagee or 
exercise of an express or statutory power of 
sale over the family home; 

a for medical transport; 

■ for home and vehicle modifications to suit the 
needs of a severely disabled person or 
dependant; and 

a for palliative care, funeral and burial expenses. 

A single amount taking into account the grounds and the 
applicant's financial capacity. 

Where the release is consistent with , but does not 
strictly satisfy a compassionate ground. 


Death. 

Nil— cashing compulsory. 

Any other condition of release approved by the 
regulator for an ancillary purpose. 

As stated in the regulator approval. 

Source: Adapted from Superannuation Industry (Supervision) Act 1993 (Cwlth) Regulations, Schedule 1; APRA 
Superannuation Circular no. I.C.2, Payment Standards for Regulated Superannuation Funds , APRA, Canberra, 
September 2000; 1997/98 Federal Budget paper No. 2; and The Taxation Laws Amendment (Superannuation) Act 
(No. 1) 2002 (Cwlth). 


Note that Table 5.1 shows the minimum levels of preservation required under the SIS 
Regulations. The fund's governing rules or the trustee may prescribe a greater level of 
preservation than these levels. 

Although preservation rules require preserved amounts to stay in the fund until a 
triggering event or date, a member has the right to transfer those amounts to another 
fund that complies with preservation requirements where the member requests so in 
writing (unless the trust deed prevents this). 

(If required further information is contained in ATO Fact Sheet Self Managed 
Superannuation Funds—Payment of Benefits at <http://www.ato.gov.au/ 
content.asp?doc=/content/super/19133.htm> (accessed May 2004).) 


Rules on payments to employer-sponsors 

Section 117 of the SIS Act imposes restrictions on the payment of moneys from a 
standard employer-sponsored fund to a standard employer-sponsor. However the 
restrictions do not apply to SMSFs. 

The prohibition does not apply to the payment of a reasonable amount to an 
employer-sponsor for services rendered in connection with the management or 
operation of the fund. 

Funds wishing to repatriate money to an employer-sponsor must comply with the 
following requirements: 

■ the payment must not be contrary to the fund's governing rules; 

■ the trustee board must comply with the basic equal representation requirements; 

■ the trustee board must declare their intention to pay the amount out of the fund 
to the employer-sponsor; 

■ the trustees must obtain a certificate from an actuary stating that the fund would 
remain in a satisfactory financial position following the payment; 

■ the trustee must be satisfied that the payment is reasonable having regard to the 
interests of the employer-sponsor and the members; 
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■ the trustees must give members three months prior notice of their intention; and 

■ at the end of that three-month period, the trustees must pass a resolution to pay 
the amount to the employer-sponsor. 

Funds may apply to APRA for any or all, of these requirements to be waived. 

(If required, further information is contained in APRA Circular no. II.B.l, Payments to 
Standard Employer-Sponsors.) 


Fund record keeping and administration 

Part 12 of the SIS Act sets out a number of requirements relating to the administration 
of superannuation entities. 


Complaints handling procedures 

Section 101 of the SIS Act requires trustees of all funds, other than SMSFs and 
ADFs, to establish arrangements for dealing with member inquiries or complaints. 
The arrangements should ensure that inquiries or complaints are properly considered 
and dealt with within 90 days. 


Reports from investment managers 

Trustees have a duty to seek and receive reports from investment managers which 
provide information about the making of, and returns on, the fund's investments as 
well as enabling the trustees to assess the investment manager's capacity to manage 
the fund's investments (s. 102). 


Keeping records and minutes 

Trustees must keep and retain the following documents for at least 10 years and, as 
long as they are relevant: 

0 minutes of trustee meetings (s. 103); 
n records of changes of trustee boards (s. 104); and 

■ copies of all reports which were supplied to members (s. 105). 

Other administrative requirements 

Part 12 of the SIS Act also requires fund trustees to: 

■ notify APRA of significant adverse events (s. 106); and 

■ in the case of employer-sponsored funds, other than excluded funds; 

■ establish procedures for appointing member representatives (s. 107); and 
a establish procedures for appointing independent directors (s. 108). 

Section 36A of the SIS Act requires SMSF trustees to lodge an annual return with the 
regulator, and other funds must follow a quarterly reporting schedule. This is discussed 
further in the following section. 


Accounting and auditing requirements 

Part 13 of the SIS Act requires trustees of an SMSF to keep accounting records in a 
manner which enable the preparation of: 

□ an annual return to the regulator; 

■ a statement of financial position; 

□ an operating statement; and 

□ a cashflow statement, 

which permit an audit of the fund to be performed. 
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Part 13 also requires the trustees of other funds to keep records required to meet 
reporting requirements under section 13 of the Financial Sector (Collection of Data) Act 
2001 (Cwlth). Accounting records must be retained for at least five years after the year 
of income to which the transactions relate. 

Part 13 also requires trustees to ensure that an audit report is prepared each year in an 
approved form. Audit requirements for superannuation funds and the special 
obligations imposed on auditors of superannuation funds, as well as accounting 
requirements and preparation of annual returns, are examined in more detail later in 
this module. 

Self-managed superannuation funds (SMSFs) 

Generally, SMSFs must lodge an annual return with the relevant regulator as required 
by section 36A of the SIS Act. SMSFs lodge their return with the ATO. Funds in their 
first year of income which did not hold any assets (including a settled sum) or derive 
any income during that year are not required to lodge a return. 

A summary of the current reporting, lodgment and payment requirements for SMSFs 
appears on the ATO website at <http://www.ato.gov.au> (accessed May 2004). 


APRA reporting—funds other than SMSFs 

APRA has introduced a new reporting program to apply for the year commencing 
1 July 2003. Significantly more information is to be provided, particularly about the 
composition of the investment portfolio, and quarterly reporting of a substantial 
amount of information is required. The new reporting standards are determined 
by APRA under s. 13(8) of the Financial Sector (Collection of Data) Act 2001 (Cwlth). 
These reporting standards do not apply to SMSFs. 

A summary of the current lodgment, reporting and payment requirements 
applicable to funds other than SMSFs appears on the APRA website at 
<http://www.apra.gov.au> (accessed May 2004). 


Content of the return 

The annual return of a regulated superannuation fund must: 

a be in an approved form, containing such information as is required by the form in 
relation to the entity for that year of income; 

■ include a certificate, in the approved form, by the trustee in relation to the fund 
for that year; and 

m include a certificate given to the trustee by an approved auditor in relation to the 
fund for that year of income. 

A superannuation supervision levy is payable by regulated superannuation funds. 

The levy for non-SMSFs is calculated by APRA when the annual return is lodged 
and a statement issued. The levy must be paid within 30 days of the date of issue of 
the statement. 

Intentional or reckless contravention of the annual return requirements or late 
lodgment of the return may incur a penalty. 
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Lodgment of returns 

An electronic lodgment system is available for the AJPRA annual returns. All annual 
returns are to be sent to APRA in Canberra other than those for SMSFs. 

SMSFs annual returns are included as part of the fund's income tax return and are 
lodged either electronically or on paper to the ATO. 


Other requirements 

In addition to lodging an annual return, trustees of all funds (apart from SMSFs who 
lodge a single combined return with the ATO) must furnish Form F tax returns 
annually to the ATO. If the trustee is a company it must also furnish an annual 
return to ASIC. 


Actuarial reports 

A defined benefit fund is required to have an actuarial investigation every three years, 

and a report is to be given to the trustees within 12 months of the investigation 

(SIS regs 9.29-9.33). As well as other matters, most reports must contain: 

■ a statement of the value of the assets; 

□ whether the value of the assets is adequate to meet liabilities in respect of 
members' accrued benefits; 

■ the level of contributions required to be made to the fund by the employer over 
the next three years; 

■ a statement on the financial position of the fund; 

■ if the fund has been used for Superannuation Guarantee purposes, an assurance 
that all requisite funding and solvency certificates were obtained; and 

■ an actuary's statement as to the likelihood of the fund remaining solvent during 
the ensuing three-year period. 


Penalties under SIS 

The SIS legislation provides for four levels of penalties. These provisions are summarised 
below, starting with the most serious penalty. 

Civil penalty 

Civil penalty provisions can apply where there are serious breaches of the following 
rules, regulations and requirements of the act: 
d the sole purpose test; 

□ lending to members; 

□ borrowing rules; 

■ in-house asset rules; 

n prohibition of avoidance schemes; 

■ notification regarding significant adverse events; and 

■ payments to employer-sponsors. 

The maximum penalty is 2000 penalty points ($220 000) for individuals, and 10 000 
penalty points ($1.1 million) for a corporation. Criminal prosecution can also apply 
where dishonesty, recklessness, intent to gain an advantage and/or fraud apply. 
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Strict liability 

Strict liability applies regardless of fault where: 

■ trustees fail to comply with a regulator's direction not to accept Superannuation 
Guarantee contributions—maximum penalty $11 000 individuals, $55 000 for a 
corporation; 

■ an acting trustee appointed by APRA fails to inform members of the 
appointment—maximum penalty 50 penalty units, that is $5500 for individuals, 
$27 500 for a corporation; 

■ trustees fail to keep minutes and records of trustee meetings—maximum penalty: 
50 penalty units; 

■ trustees fail to keep copies of reports given to fund members or beneficiaries— 
maximum penalty: 50 penalty units; and 

■ trustees fail to keep accounting records—maximum penalty: 50 penalty units. 


Fault liability 

Fault liability covers the majority of penalty provisions. It only applies if it is proved 
beyond a reasonable doubt that the breach was committed intentionally or recklessly. 
Penalties of between $3300 and $11 000 for individuals and $16 500 and $55 000 for a 
corporation can be imposed for failure to comply with: 

□ prescribed operating standards; 

□ lodgment of SIS annual returns; 

s record-keeping and administration requirements; 

9 payment of unclaimed money and automatic rollover of benefit requirements; and 
9 requirements of auditors and actuaries to report breaches to trustees. 

Penalties of imprisonment for between six months and two years can be imposed: 

9 for acts of victimisation against trustees; 

9 if disqualified persons act as trustees or investment managers; or 
9 for misleading conduct and misleading the regulators. 


Civil liability 

Civil liability covers contraventions of the SIS Act which do not have any criminal 
liability, but which could give a statutory right of action, or require duties to 
beneficiaries or members. Civil liability includes where the trustee: 

□ elects to be regulated under SIS; 

9 is obliged to comply with statutory covenants; and/or 

9 is obliged to comply with equal representation rules. 


The Superannuation Complaints Tribunal 

The Superannuation Complaints Tribunal (SCT) is an independent tribunal set up by 
the Commonwealth Government under the Superannuation (Resolution of Complaints) 
Act 1993 (Cwlth). 

The SCT's objective is to resolve complaints which members may have about their 
superannuation fund or Approved Deposit Fund. In resolving complaints, the SCT 
seeks to be fair, economical, informal and quick. It is based in Melbourne and can be 
contacted by telephone on 13 10 20. 

There is no application fee for lodging a complaint with the SCT. 

It is important to note that the SCT cannot consider complaints in relation to SMSFs. 
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The SCT in attempting to resolve member complaints will first seek to do so through 
conciliation. However, if this is unsuccessful the SCT can review the trustee's decision 
and either confirm or change the original decision. 

The SCT can deal with a wide range of member complaints, including complaints about: 

■ errors in annual statements; 

■ unreasonable delays in payment; 

■ a miscalculation of a benefit; and 

■ disputes regarding the person to whom death benefits were paid. 

From 12 December 1995, the SCT's jurisdiction was expanded to cover complaints about: 

■ disability benefits; 

■ personal superannuation policies, including matters relating to material agent 
misrepresentation; and 

■ life office conduct and decisions relating to certain annuity policies. 

However, there are some limitations on the types of complaint which the SCT can 
handle. These limitations include: 

■ the SCT may only consider a complaint if the member has first tried to resolve the 
complaint through the fund's internal disputes resolution mechanism; 

■ the complaint must relate to a particular member, that is, the SCT cannot consider 
complaints that relate to the management of the fund as a whole; 

■ the SCT cannot consider any matter which is the subject of court proceedings; and 

■ certain time limits apply both to the lodgment of complaints and the categories of 
complaint which the SCT may consider. 

Section 44(3) of the Superannuation (Resolution of Complaints) Act 1993 (Cwlth) provides 
for a penalty of up to $3300 for an individual or $16 500 for a corporation if a trustee 
or insurer intentionally or recklessly fails to comply with an SCT direction. 


The SCT's judicial power 

A case left doubt about the power of the SCT. The case considered the judicial power 
of the Commonwealth purportedly conferred on the SCT by the Superannuation 
(Resolution of Complaints) Act and held that power to be invalid because it conflicts 
with Ch. Ill of the Constitution (Full Federal Court in Wilkinson & Ors v. CARE & Ors). 
The Attorney-General was granted special leave to appeal this decision to the 
High Court. 

The High Court has overturned this case and held that the review powers of the 
Tribunal were administrative powers and not judicial power. The SCT is therefore able 
to review trustee decisions. 


SCT to be given the power to arbitrate 

The SCT has been provided with powers of arbitration to help address difficulties 
created by the decision in Wilkinson v. CARE and can arbitrate complaints where the 
parties agree. 

The Tribunal's voluntary arbitration function covers the legal rights of the parties and, 
wherever possible, considerations of general justice and fairness. Parties to arbitration 
are able to enforce the Tribunal's arbitral awards. 
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CPA Australia's Superannuation Inquiries and Complaints Guide 

CPA Australia's Superannuation Centre of Excellence has compiled the Superannuation 
Inquiries and Complaints Guide . This guide provides accountants with details of legal 
requirements regarding the treatment of complaints and inquiries from members of 
superannuation funds. 


Financial Services Reform Act 2001 (Cwlth) 

As mentioned in Module 1, the Financial Services Reform Act 2001 (Cwlth) came into 
effect on 11 March 2002 to provide a new regulatory system for financial products. 

A financial product includes superannuation. This regulatory framework will affect 
both the SIS and RSA Acts. There is a two-year phase-in period for the new rules. One 
major measure is that trustees of superannuation funds may be required to obtain a 
financial services licence. There are also new requirements in relation to financial products 
disclosure in respect of information supplied to holders of superannuation interests. 


Privacy 

The Privacy Amendment Act (Private Sector) 2000 (Cwlth) introduced 10 national 
privacy principles (NPPs) to be used when handling personal information. Trustees of 
superannuation funds are responsible for ensuring that the principles are adhered to. 
The principles apply from 21 December 2001. 

Some of the principles include making sure that only information that is actually 
needed is collected, and providing individuals with the right to access personal 
information. In addition, trustees need to ensure that personal information is 
kept securely. 
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Part B: Accounting and auditing for superannuation 
funds 

Accounting for superannuation funds 

Relevant accounting standards 

When preparing financial statements for a complying superannuation fund with full 
reporting, consistent with the reporting requirements of the SIS Act, the relevant 
Australian Accounting Standards are: 

a AAS 25 Financial Reporting by Superannuation Plans (this standard is of 
particular importance); 

■ AAS 3 Accounting for Income Tax (Tax Effect Accounting); 
a AAS 5 Materiality; 

• AAS 6 Accounting Policies; 
a AAS 8 Events Occurring After Reporting Date; 
b AAS 20 Foreign Currency Translation; 
a AAS 22 Related Party Disclosures; 
eb AAS 28 Statement of Cash Flows; 

□ AAS 33 Presentation and Disclosure of Financial Instruments; and 
b AAS 35 Self-Generating and Regenerating Assets. 

At the same time, AAS 25 states or implies that the following Australian Accounting 
Standards do not apply: 

□ AAS 2 Inventories 

b AAS 4 Depreciation 

m AAS 10 Accounting for the Revaluation of Non-Current Assets; 
b AAS 15 Disclosure of Operating Revenue; and 
b AAS 28 Statement of Cash Flows (in certain circumstances). 

AAS 25, which you are expected to have read, provides that fund assets should be 
valued at net market value ('the amount that could be expected to be received from 
the disposal of an asset in an orderly market after deducting costs expected to be 
incurred in realising the proceeds of such a disposal', that is, gross market value less 
selling costs), and changes in market value for the period included as income for the 
period. The reporting standards required by the SIS Act are consistent with AAS 25. 

SMSFs are generally not compelled to follow all accounting standards, given that their 
members can generally obtain all the information they require other than from 
financial statements. However, the ATO Superannuation Circular 2003/1— Valuation of 
Assets requires that SMSFs use market values for all valuation purposes. This includes 
valuation for determining the purchase price of a pension and the use of market value 
accounting for all financial statements. 


International Accounting Standards 

Australia has undertaken to adopt the International Financial Reporting Standards 
(IFRS) by 2005. This will see the replacement of many standards with an international 
equivalent. Whilst this will not impact on AAS 25, which has not been included in the 
program, other changes in disclosure requirements may occur. 
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Reporting for defined contribution funds 

AAS 25 requires that the general purpose financial report of a defined contribution 
(or accumulation) fund includes: 
m a statement of financial position; 

& an operating statement; and 
□ a statement of cashflows. 

Where more than one separate entity is included in the fund, a statement identifying 
the separate entities is to be included (AAS 25, para. 67). Where comparative figures 
are included in financial reports, the corresponding amounts for the preceding 
reporting period are also to be disclosed (AAS 25, para. 23). 


Reporting for defined benefit funds 

The definition of a defined benefit fund in AAS 25 encompasses all funds other than 
defined contribution (accumulation) funds that exhibit features of both defined 
contribution and defined benefit funds. AAS 25 requires the general purpose financial 
report of a defined benefit fund to include: 

□ a statement of net assets; 

□ a statement of changes in net assets; and 

□ notes to the statements (AAS 25, para. 22(a)). 

The disclosure requirements of the financial report are set out in AAS 25 paragraphs 60 
to 62. A copy or summary of the most recent actuarial report prepared for the defined 
benefit fund is also required to be attached to the financial statements of the fund. 


Audit of superannuation funds 


Under SIS, the external auditor plays a pivotal role in helping to ensure that 
superannuation funds are managed prudently. SIS places special obligations on 
auditors of superannuation funds and imposes minimum standards for those 
wishing to carry out this function. Auditors who fail to carry out their responsibilities 
adequately and properly may be disqualified from conducting superannuation audits 
(s. 131 of the SIS Act). In addition, the regulators may refer the matter to the auditor's 
professional association for disciplinary action. 


Eligibility to be an approved auditor 

The SIS legislation provides that a person is eligible to conduct an audit of a non-SMSF 
fund if the person is: 

■ a Registered Company Auditor under Division 2 of Part 9.2 of the Corporations Act 
2001 (Cwlth) and a member of a professional accounting body as specified below; or 

■ the Auditor-General of the Commonwealth, a State or Territory. 

In addition to the categories of persons described above, the following categories of 
person may perform an audit of an SMSF: 

■ a member of CPA Australia; 

■ a member of the Institute of Chartered Accountants in Australia (ICAA); 

□ a member of the National Institute of Accountants (NIA); 

■ a member or fellow of the Association of Taxation and Management Accountants; and 

■ a fellow of the National Tax and Accountants Association Ltd. 


(See s. 10 of the SIS Act, and SIS reg. 1.04(2).) 
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Auditor independence 

While the SIS Act does not impose any separate test of independence, members of 
professional accounting bodies are required, by their profession's auditing standards 
and ethical pronouncements, to be independent when providing audit services. 
Therefore, an auditor should be free of any interest which could be regarded as 
incompatible with integrity and objectivity. 

A person who: 

■ is associated either with any member of the fund or any trustee; 

■ is involved in managing or administering the fund; 

■ is a trustee of, a member of, or a contributor to the fund; 

■ is a member of a management board, committee or other body exercising actual 
control over the policies of the fund; 

■ has actual control over the investments or administration of the fund; or 

■ is a partner, employee or officer of the above 

would probably not satisfy his or her profession's standards and pronouncements 
of independence. 

At this stage you should read CPC F.1 of your Members' Handbook. This resource contains 
important information to extend your understanding of the auditor's independence. 


Special auditor obligations under SIS 

The SIS Act imposes obligations on the auditor of a superannuation entity to alert the 
trustee and, in some instances the regulator, if circumstances arise which impinge on 
the proper operation and functioning of the entity. These provisions are known as the 
'whistle blower provisions'. The auditor has a duty to follow set reporting procedures 
if, during the course of the audit, the opinion is formed that: 

■ it is likely that a contravention of the SIS Act or Regulations may have occurred, 
may be occurring, or even may occur (s. 129); or 

■ the financial position of the entity may be, or may be about to become, 
unsatisfactory (s. 130). 

Generally, the auditor is required to advise the trustee in writing of the matter. 

The regulator may also be told of the matter. If the auditor chooses to do so, SIS 
provides the auditor with protection from any legal action arising from the reporting 
of the matter to the regulator. 

If the auditor elects to advise the trustee but not the regulator, the auditor must 
request a report from the fund trustee specifying what remedial action the trustee 
intends to take. If the trustee fails to provide a satisfactory response to the auditor, the 
matter must then be reported to the regulator. 

Penalties of up to $5500 may be imposed on auditors failing to comply with their 
obligations under the SIS Act. Identical responsibilities and penalties also apply to 
fund actuaries. 

The financial position of a superannuation entity is treated as unsatisfactory if, in the 
opinion of the auditor, the following conditions exist: 

■ Defined benefit fund —the value of the assets of the fund is inadequate to cover the 
value of the vested benefit liabilities of the members of the fund. 

■ Accumulation fund —either the assets of the fund are inadequate to cover the 
aggregate benefit accounts of members of the fund, or the value of the assets of 
the fund is inadequate to cover the value of the accrued benefit liabilities of the 
members of the fund. 
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■ Approved deposit fund (ADF) —the assets of the fund are inadequate to cover the 
obligations to members of the fund. 

■ Pooled superannuation trust— the assets of the trust are inadequate to cover the 
obligations of the trust to unit holders (SIS reg. 9.04). 


Super safety amendments to auditor obligations 

The amendments to the SIS Act under the Superannuation Safety Amendment Act 2004 
(Cwlth) require auditors to report breaches under section 66 of the SIS Act (relating to 
acquisition of assets from related persons), under section 129 (relating to contraventions 
of the SIS Act and the SIS Regulations) and section 130 (relating to the solvency of the 
fund) to the regulator as well as to the trustee. The regulator must be informed of 
matters that fall within the above provisions only if they affect the interests of members 
or beneficiaries of the entity, thereby ensuring that some materiality limits apply. New 
provisions protect the auditor from any action, claim, demand or liability by any other 
person in relation to the information provided to the regulator where that information 
is provided in good faith. 


Compliance audits 

Section 113 of the SIS Act requires that trustees arrange for an audit report to be 
prepared annually in an approved form. The approved form requires the auditor to 
report on both the fund's financial statements and the fund's compliance with 
specified provisions of the SIS Act and Regulations, Where the fund is not an SMSF, a 
copy of the report is to be provided by the trustee to APRA (s. 36). 

Further information on the audit of superannuation funds can be found in APRA Circular 
no. IV.A.4, Responsibilities of the Approved Auditor. This circular provides details of the 
specific compliance issues which must be addressed in a superannuation fund audit and 
contains a copy of the actual audit certificate. In relation to SMSFs, the ATO has issued 
Superannuation Circular 2003/2 entitled Responsibilities of the Approved Auditor , accessible 
on the ATO web site <http://www.ato.gov.au> (accessed May 2004). 


Relevant auditing guidelines 

The major guidelines for the audit of superannuation funds are contained in: 

■ AAS 25 Financial Reporting by Superannuation Plans; 
u AUS 606 Using the Work of an Expert, 

■ AUS 522 Audit Evidence Implications of Externally Managed Assets of 
Superannuation, Provident or Similar Funds; and 

■ Audit Guide No. 4 The Audit of Superannuation Funds. 


Managed investments: Audit issues and procedures 

Superannuation funds often use external investment managers to invest and manage 
assets on behalf of the fund. Although such arrangements are supported by an 
agreement between the trustee and the investment manager, ownership of the assets 
may be registered in the name of the investment manager. Comparing fund receipts 
and investments with reviews of periodic statements from the investment manager, 
and verification of the existence and confirmation of beneficial ownership, may 
occasionally be difficult or insufficient for audit purposes and result in the 
qualification of an audit report. 
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Issues recognised as problems for auditors of externally managed assets include: 

■ ensuring that the assets of the fund exist, are owned by, and are registered in, the 
name of the trustee or custodian; 

■ determining whether the investments made by the manager are authorised under 
the governing rules and within the fund's investment strategy; 

■ ascertaining that the assets are valued at their net market value; and 

■ determining whether AUS 522 guidelines in relation to sufficiency of evidence 
are satisfied. 

The following audit procedures are normally carried out when auditing a 

superannuation fund: 

■ ensure that the trustees have the necessary power to delegate the responsibility for 
managing investments to an external manager under the governing rules; 

■ review the management agreement between the trustee and the investment 
manager taking note of the rights and obligations of each; 

■ obtain written confirmation from the investment manager of the fund's 
investments at year end; 

■ ensure that the assets reported in the financial statements appear both reasonable 
and within the fund's investment strategy; 

■ obtain confirmation from the investment manager's auditors that the manager's 
accounting systems and transaction reports can be relied upon (as a source of 
independent evidence); 

■ obtain a copy of statements from the fund manager and ensure that contributions 
and benefit records held by the trustee or administrator are consistent with 
those statements; 

■ review the income for the period to ensure it appears reasonable (by reference to 
claimed returns, industry norms and so on); and 

■ review contributions received after year end and consider the audit period to 
which they relate. If necessary, such contributions are taken up in the fund's 
accounts and the individual members' accounts. 


Assessing solvency 

Evaluation of the adequacy of fund assets to meet liability obligations requires auditors 
to assess both the valuation and the liquidity of the fund's assets. Adequate liquidity is 
required to meet the ongoing retirement and resignation requirements of members, 
despite the requirement on the trustees to achieve a reasonable return on investments. 
Ensuring an adequate return in accordance with the fund's investment strategy will 
inevitably involve an asset mix of both liquid and not-so-liquid investments, however, 
an appropriate balance is necessary. In order to evaluate the fund's ability to meet its 
obligations it is often necessary to utilise actuarial services to estimate the adequacy of 
the funding arrangements, particularly in the case of larger and more complex 
superannuation schemes. 

The use of independent actuarial advice may be necessary in the event of significant 
retrenchments requiring immediate payment of benefits, especially where there are 
in-house assets of the fund (such as a loan to the employer-sponsor). The capacity of 
the employer to repay such a loan will require evaluation of the financial position of 
the employer, and the ability to refinance it should be adequate (because of, say, a 
potential breach of the in-house asset rule limits under SIS, occurring as a result of a 
reduction in total funds after the payments). 
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Defined benefit versus accumulation (defined contribution) funds 

The audit procedures adopted for a defined contribution fund will focus on the trustee 
or administrator's maintenance of individual member records and the crediting of 
members' contributions and net earnings. 

The audit procedures adopted for a defined benefit fund will focus on the fund's 
ability to meet its future obligations to members and will therefore rely heavily on the 
triennial actuarial review of the fund. The auditor must ensure that the requirements 
of AUS 606 Using the Work of an Expert have been satisfied (rather than relying solely 
on the conclusions of the fund's actuary). The auditor would need to: 

■ ensure the work was compiled by a reputable and qualified actuary of recognised 
experience and standing; 

□ establish the actuary's independence in relation to the fund; 

E3 review the report of the actuary and the method used to compile the report; 

□ review the information given to the actuary for the purpose of valuation and 
establish its reliability; 

0 examine the findings, methods and assumptions made in determining the future 
level of contributions for reasonableness; and 
b ensure the bases adopted are consistent with previous years to ensure the matters 
outlined in AUS 606 (paragraph .13) are included in the auditor's communication 
with the actuary, including: 

■ the objectives and scope of the actuary's work, 

■ the specific items that the auditor would expect the actuarial report to cover, 

a the intended use of the actuary's work, including the possible communication 
to third parties of the actuary's identity and extent of involvement, 

B the extent of the actuary's access to appropriate records and files, 

> clarification of the actuary's relationship with the fund (if any), and 
a confidentiality of the client's information. 


Ik regulator audits 

The regulator's monitoring and investigative powers 

Part 25 (ss. 253-99) of the SIS Act empowers the regulator to monitor and investigate 
superannuation entities. 

The main provisions of Part 25 are: 

b provision of information to the regulator (s. 254), the production of books if 
required by the regulator (s. 255) and access to premises by the regulators (s. 256); 
n appointment of an investigator to report on the financial position of the 
superannuation entity (s. 257); 

■ investigations, their conduct, and reports to be produced by the regulator 
(ss. 263-84); and 

® enforcement provisions detailing offences (ss. 285-9) and certain penalties, use of 
evidence in legal proceedings (ss. 290-7), and the power to instigate civil 
proceedings (ss. 298-9). 

The regulator can require 'relevant persons' including not only trustees or 
administrators of superannuation funds but also advisers such as investment 
managers, responsible officers of a body corporate (including a director, secretary or 
executive officer), auditors or actuaries, to produce records. Limited legal privilege 
applies to confidential communications by lawyers. The regulator can also require the 
trustee to appoint an investigator to carry out investigations in certain circumstances. 



STUDY GUIDE 5.43 



The regulator's investigatory powers include the provision to obtain further information 
and freeze assets (s. 264) and even to obtain search warrants (ss. 271-2). Seizure powers 
extend the meaning of 'books' to include any record, document or any account or 
accounting records, however compiled, recorded or stored (s. 10). Private, formal 
interviews (termed examinations in the SIS Act) can be conducted (s. 270(b)) under 
oath or affirmation (s. 277(1)), and be recorded in writing (s. 280). The inspector 
conducting the examination may require the examinee to answer questions (s. 277(3)). 
Section 256 allows an 'authorised person' to inspect and make copies or take extracts of 
'books' relating to the affairs of a superannuation entity. 

The regulator may require the trustee of a superannuation entity to appoint an 
individual, or committee of individuals, to carry out an investigation and make a 
report on the financial position of the superannuation entity at a specified time or 
in relation to a specified period (s. 257). The regulator may specify the necessary 
academic, professional or experience qualifications that must be held by the 
investigator (s. 258) and may also require the report prepared by that person to 
contain an opinion about the matters investigated (s. 261). The trustee must notify 
the regulator of the names of the person or persons appointed and, if unacceptable, 
the appointment may be vetoed (s. 259). 

If the regulator believes that: 

■ a contravention of the SIS Act or Regulations has occurred or is occurring; 

■ the financial position may be unsatisfactory; or 

■ the trustee of a regulated superannuation fund has refused or failed to give effect 
to a determination of the Superannuation Complaints Tribunal under section 37 
of the Superannuation (Resolution of Complaints) Act; 

the regulator may notify the trustee in writing that part or all of the affairs of the 
entity may be investigated (s. 263(1)). 

If the regulator is of the view that the conduct of the trustee or an investment 
manager is likely to adversely affect the values of the interests of beneficiaries, the 
Commissioner may, with the written consent of the Minister (s. 264(6)), require 
information or freeze the assets held by the trustee, investment manager or other 
person (s. 264). 

Under the proposed licensing regime commencing 1 July 2004, a trustee's licence may 
be revoked. 


Prudential supervision audits 

The regulator's audit function is an important aspect of achieving the government's 
retirement incomes policy goals, and encouraging trustees, accountants and fund 
administrators to maintain prudential controls over the total management of the fund. 

You should already know from your studies earlier in this module that the main duties 
of trustees are outlined in covenants specified in SIS to be included in trust deeds, so a 
breach of duty is likely to also be a breach of the SIS Act. 

Because of the nature of SMSFs, they are unlikely to be subject to prudential audits. 
The Wallis review which gave rise to SMSFs suggested that SMSFs did not need 
prudential controls. However, non-SMSFs are subject to prudential reviews. 
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The APRA defines its prudential audit role as ensuring that a superannuation 
fund is being operated in a manner which is consistent with the long term purpose 
of providing retirement benefits to members and in accordance with legislative 
requirements and standards. The operations of the fund should be carried out with 
proper regard to the consequences of a particular course of action and with, where 
necessary, a balance being struck between competing priorities'. 

A key aim of this prudential supervision role is to promote a satisfactory standard of 
safety of members' benefits and to ensure that members get their full entitlement on 
retirement. Extensive information disclosure requirements, codification of trustee 
duties and responsibilities, the exclusion of unsuitable persons from trustee positions, 
equal representation requirements, and powers for APRA to suspend or remove 
trustees in certain circumstances are the main mechanisms adopted under the SIS 
legislation. Primary responsibility for the viability and prudent operation of 
superannuation funds rests ultimately with trustees, not APRA. 

The objectives of prudential supervision are to: 

■ ensure that trustees are fulfilling, and will continue to fulfil, their responsibilities 
under the SIS Act; 

■ ensure that members with benefits in superannuation funds are well informed 
about the management and investment of their money and that they can be 
confident of receiving their benefits when due; 

■ enhance, if necessary or desirable, the position of the fund so that it is well run, 
delivering good value to its members and with a low risk of getting into an 
unsatisfactory financial position; 

■ ensure that superannuation benefits of fund members are protected; and 

■ ensure the supervisory system works effectively and smoothly. 

The starting point for a prudential audit is to establish that the fund's assets and 
records exist and that the fund is in an adequate financial position. 

APRA supervision addresses the main responsibilities of trustees to ensure that: 

□ trustees are acting in the best interests of members; 

□ trustees are in control of the fund; 

□ trustees are making the necessary decisions in regard to the management of 
the fund; 

e the appropriate structures and procedures are in place to ensure that the trustees' 
decisions are effected; 

■ compliance exists with legislative requirements such as member reporting 
standards, development and monitoring of an investment strategy, and benefit 
and payment requirements; and 

■ appropriate reporting procedures are in place so that trustees have adequate 
information on which to base their decisions, and know that decisions are 
being implemented. 

The APRA test for judgmental matters is that all relevant issues have been appropriately 
and fully considered and that the trustee's decisions have been based on those 
considerations without hindering the exercise of commercial judgment. The final 
decision will be assessed against those matters that the trustee claims to have considered, 
to determine if the trustee was acting honestly and fairly in the interests of members. 

APRA may also examine a fund's service providers to check that there is a clear 
delineation of functions and that there is someone responsible for all essential 
functions. Issues likely to be addressed concern concentration of power or duties 
both for fraud prevention and to avoid misjudgments, and that there are adequate 
back-ups for people, data and systems. 
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APRA expects a report on, and will rely on external auditors to confirm, the fund's 
current financial position as well as its past history. To assist an APRA prudential audit, 
background information concerning a superannuation entity should be readily 
accessible and include: 

■ the history, structure and nature of the fund, its membership and its objectives; 
b evidence that the trust structure is correctly in place; 

■ where there is a trust deed, evidence that the main parts are consistent with the 
requirement of the SIS Act; 

■ the parties involved in the fund and their responsibilities; 

■ evidence that dear agreements and division of responsibilities and functions exist 
with any other entities relevant to the fund (for example, administrator, 
investment manager, auditor); 

■ evidence that the trustee ensures that these other entities are fully aware of their 
role and duties, and that the trustee communicates regularly and frequently with 
them about these matters; 

b details of the operations of the fund; and 

■ details of major issues or events that have occurred or are occurring in the fund. 

APRA supervision under the new licensing regime 

Under the proposed new regime for licensing trustees and registration of funds due to 
commence on 1 July 2004, there will be a focus by APRA on the risk management 
strategies adopted by licensed trustees and on the risk management plans adopted for 
registered funds. 

APRA has released draft guidance material on a number of subjects that trustees of 
approved deposit funds, pooled superannuation trusts and APRA-regulated 
superannuation funds will need to consider in relation to trustee licensing 
arrangements proposed under the Superannuation Safety Amendment Act 2004 (Cwlth). 
The draft material deals with proposed new operating standards for trustees in the 
following areas: 

■ standards of 'fitness and propriety' for trustees; 

■ outsourcing operating standard relating to dealings with external service 
providers; 

■ adequate resources operating standard; 

■ risk management requirements; and 

■ net tangible assets definition (applicable to trustees of public offer funds). 
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Part C: Taxation of superannuation funds 


Taxation of fund income: General principles 

Superannuation funds are taxed exclusively under Part IX of ITAA 1936 (ss. 267-315). 
Section 278(2) provides that the income of a superannuation fund is not subject to tax 
other than pursuant to the provisions of Part IX (with the one exception being any 
liability to withholding tax). The trustee of a superannuation fund is required to 
determine the taxable income of the fund based on normal income tax principles. 

Generally the taxable income of a complying superannuation fund is taxed 
concessionally at the rate of 15 per cent under the ITAA. The taxable income of a non¬ 
complying fund is taxed at the rate of 47 per cent. Non-complying funds also lose 
various other concessions available to complying funds. 

The taxable income of complying superannuation funds is taxed as follows: 

■ on income generally—at the rate of 15 per cent; 

s on special income, that is income from private companies and certain trusts—at 
47 per cent; 

■ on income from segregated assets which are fully backing pensions currently paid 
out—tax exempt (if an actuary's certificate certifies that the income is to pay 
current year pensions); and 

■ on income where pensions currently paid out are not segregated—there is a 
proportional reduction in assessable income, based on the value of these pensions 
to the total value of assets (if an actuary's certificate has been obtained). 

Some Australian investments can receive franked dividends with attached imputation 
credits. Growth investments are subject to capital gains tax (CGT) (see below), with a 
special valuation of assets at 1 July 1988 for assets held at that date. 

Investment income is taxed on an 'as received' basis, while capital growth is taxed as 
a capital gain upon realisation of the profit from sale at the rate of 15 per cent in the 
case of complying superannuation funds. If the asset sold has been held for 12 months 
or more, the gain may be discounted by a third. 

Non-complying superannuation funds: 

■ have investment income taxed at the highest personal tax rate (currently 47 per cent); 

m do not have exempt current pension income; and 

■ do not have the 1 July 1988 date available for valuation for CGT purposes. 


Taxation of complying funds 

The assessable income of a complying fund includes: 

■ contributions made by a person to provide superannuation benefits for another 
person, even if those contributions are not eligible for a tax deduction, unless 
they are contributions made by the trustee of an exempt life assurance fund, a 
complying superannuation fund, a complying approved deposit fund or a pooled 
superannuation trust; 

■ any untaxed element of a post-June 83 rolled over ETP amount, or unfunded 
retirement benefit; 

■ the shortfall component of a Superannuation Guarantee Charge; 

■ payments received from the Superannuation Holding Account Reserve (SHAR); 

■ member contributions for which a member intends to claim a tax deduction and 
the member has given the trustee a s. 82AAT(1A) notice to that effect; 
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a amounts transferred from an eligible non-resident non-complying superannuation 
fund which the member is not entitled to receive when the transfer occurred; 

■ realised capital gains on disposal of any assets since 1 July 1988 (even those 
acquired prior to 20 September 1985). From 21 September 1999, realised capital 
gains may be discounted by one-third. The cost base of the asset used to calculate 
the gain or loss is whichever of the cost base and the market value at 30 June 1988 
results in the lower gain or loss; and 

■ income, excluding income attributable to a fund's liability to pay current 
pensions, as certified by an actuary in accordance with s. 282B or s. 283 of 
ITAA 1936. 

The fund's taxable income is then divided into a standard and a special component. 
The 'standard component' is the amount of taxable income after deducting the 
special component from the fund's total taxable income (ITAA 1936 s. 273; 284; 285). 
The 'special component' is the amount of the fund's 'special income' (such as private 
company dividends, non-arm's length income and certain trust distributions), reduced 
by deductions relating exclusively to that income and other deductions that the 
Commissioner feels may be appropriately related. 

The standard component is taxed at a concessional rate of 15 per cent and any special 
component is taxed at a rate of 47 per cent (s. 26, Income Tax Rates Act 1986 (Cwlth)). 

Special components 

Special component income relates to non-arm's-length transactions, where other than a 
commercial relationship exists. 

Certain private company dividends and some other income from non arm's-length 
transactions, such as excessive interest from a loan, and discretionary and excessive unit 
trust distributions, can be taxed at 47 per cent instead of 15 per cent. The Commissioner 
of Taxation can exercise a discretion to tax private company dividends at the 
concessional 15 per cent rate, after considering relevant matters, including: 

■ the paid-up value of the shares; 

■ the cost of the share on which dividends were paid; 

■ the dividend rate; 

■ other dividends paid on other shares in the company; and 

■ if the company has issued shares in place of dividends, and the circumstances 
surrounding the issue. 

Where the 47 per cent tax rate is imposed, tax deductions can be claimed against that 
income where the expenses relate exclusively to that income. 

Note that under SIS, if a fund receives income other than on an arm's-length basis, this 
could potentially result in the loss of the fund's complying status and the assessment of 
all income at the rate for non-complying superannuation funds (that is, 47 per cent). 
However, due to the stringency of the culpability test, it is more likely that action would 
be taken against the trustees. 

Table 5.2 summarises the taxation of revenue received by complying funds. 
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Table 5.2 

Taxation of revenue: Complying funds 

Tax(%) 

Employer contributions 15 

The shortfall component of a Superannuation Guarantee Charge 15 

Payments received from the SHAR 15 

Taxed element of a post-June 83 ETP rolled over into a fund Nil 

Self-employed contributions to personal fund if s. 82AAT(1 A) notice is given (up to $5000 plus 75 per 
cent of excess over $5000 allowed as a tax deduction) 15 

Untaxed element of a post-June 83 ETP from an employer or a constitutionally protected 

fund rolled into a fund 15 

Member contributions to employer fund or personal fund (not deductible because 

no s. 82AAT(1A) notice given) Nil 

Non-deductible spouse contributions and child contributions Nil 

Any liability attached to tax-deductible contributions transferred from investing 

funds to pooled superannuation trusts 15 

Income attributable to a fund's liability to pay current pensions including capital gains 

(provided an actuary's certificate verifies the amount) Nil 

Income from assets invested to pay non-current pension liabilities 15 

Non-reversionary life assurance bonuses Nil 

Earnings of the fund (excluding non-arms-length income and unreasonable private 

company dividends) 15 

Special components 

□ Excessive non-arm's-length income, e.g. excessive interest on a loan 47 

□ Unreasonable private company dividends 47 

□ Distributions from discretionary trusts 47 

b Excessive unit trust distributions 47 

Capital gains 

b Profit on disposal of assets within 12 months of acquisition 15 

■ Profit on disposal of assets held longer than 12 months (CPI indexed) (if acquired 

before July 1988—see special rules under Taxation of complying funds) and not discounted 15 

a Profit on disposal of assets held longer than 12 months and discounted 15 

a Rolled over CGT exempt component Nil 

Income of certain eligible depositors held in a continuously complying fixed interest 

ADF at 25 May 1988 Nil 


A fund does not lose tax concessions if operating standards are breached unless it is 
made a non-complying fund, but the trustees can incur penalties of up to $220 OOO or 
five years' imprisonment. 
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Taxation of non-complying funds 

Non-complying superannuation and approved deposit funds are taxed at 47 per cent 
on income from all sources including realised capital gains, tax deductible 
contributions and earnings. 


Provisions relating to complying funds which become non-complying funds 

From 1995/96, if a fund complied in the previous year, but receives a notice of 
non-compliance in the subsequent year, (generally a fund will only lose its complying 
status if it ceases to be a resident fund or if it contravenes the SIS legislation and 
fails the culpability or compliance tests) the tax payable is calculated using the 
following formula: 

47% x (Asset values - Undeducted contributions) 

Where: 

■ asset values = market value of the fund's assets immediately before the start of the 
current year of income (year in which it becomes non-complying). 

■ undeducted contributions = total amount of undeducted contributions made by 
current members of the fund immediately before the start of the current year. 

That is, tax is payable at 47 per cent on all assets except undeducted contributions, not just 
the fund's earnings . 

Appendix 5.1 provides you with a summary of Part IX of the ITAA, and indicates which provisions 
relate to complying and which provisions relate to non-complying funds. Look at Appendix 5.1 now. 
You can see that many of the tax concessions that relate to a complying fund are not applicable to a 
non-complying fund. Now answer Question 5.4. 


Question 5.4 

What tax concessions are available to a superannuation fund which has: 
a received contributions from an employer which are not deductible? 
b paid actual premiums for death and disability cover? 

Pooled and managed investments 

Complying superannuation funds investing in a pooled superannuation trust (PST) or 
life insurance policies are exempt from paying tax on the proceeds. However, the PST 
or life insurance company will be liable to pay tax at the rate of 15 per cent on the 
complying superannuation class of assessable income, and the superannuation fund 
has no further liability for taxation on those investments. 


Dividend imputation 

Superannuation assets invested directly in shares may receive franked dividends with 
attached imputation credits, in the same way as discussed in Module 3. Imputation 
credits provide a net tax credit to a superannuation fund in respect of dividends that 
are distributed by companies from after-tax profits. The fund is entitled to a rebate of 
the full amount of the imputation credits even though the tax rate of the complying 
fund is 15 per cent, and the rebate may be offset against tax on any fund income, 
including capital gains and taxable contributions. From 1 July 2000, complying 
superannuation funds have been entitled to a refund of any unused imputation credits 
in the fund. For the year ended 30 June 2001 any refund will be paid on assessments. 
In subsequent years, the refund will be taken into account under the PAYG system. 
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An example of a franking credit available to reduce the tax of a complying superannuation 
fund is shown below for the year ended 30 June 2003. 


Example 5.2 

Company paying franked dividend $ 

Profit 1000 

Tax (assuming company tax rate of 30%) 300 

Net profit distributed as franked dividend 700 

Superannuation fund receiving franked dividend $ 

Dividend received 700 

Gross up at company tax rates 300 

1 000 

Tax liability (on grossed-up income) 

at 15% concessional rate 150 

Tax credit 300 

Excess tax credit (150) 


Complying superannuation funds could offset the difference in the respective tax rates (being the tax 
payable by the company of $300 and the tax that would be payable by the fund of $150), amounting 
to $150 to offset against other tax liabilities. 

Note that the superannuation fund may still claim the franking rebate in respect of dividends even 
though the fund's income is exempt income on account of current pension liabilities; and that from 
1 July 2000, funds have been entitled to receive a tax refund for any excess imputation credits over 
the fund's total tax payable. 


Taxation of capital gains 

Capital gains rules are different for assets of complying superannuation funds. As you 
will be aware, capital gains on assets are generally taxed on the real gain after taking 
account of inflation (up to 30 September 1999) where assets are held for more than 
12 months. A discount may apply to gains on assets held more than 12 months and 
disposed of after 21 September 1999. CGT is generally payable on net gains realised on 
the disposal of assets acquired after 19 September 1985. 

However, for complying superannuation funds, CGT applies to all assets (other than those 
not subject to CGT) regardless of the date of purchase. The cost base for superannuation 
funds is the greater of the cost or market value of assets at 30 June 1988 in respect of 
superannuation assets acquired before 1 July 1988. The cost base used is the one that 
yields the lowest capital gain or loss. In addition, there is no gain or loss if the proceeds 
are between the cost of the asset and the market value of the asset at 30 June 1988. 

From 21 September 1999, any gains on assets bought and sold after that date are 
subject to discounting if the asset is held for 12 months or more. The gain, which is 
equal to the sale proceeds less the cost of the asset, is discounted by a third and the 
effective tax rate is 10 per cent. For assets on hand at 21 September 1999, the fund may 
choose to either calculate the gain under the discount method or under the modified 
cost base method*. Under the modified cost base method, CGT is payable on the asset's 
sale price less the indexed cost base (represented by the original cost price (or market 
value as at 30 June 1988 where applicable), plus any improvements to the asset as 
increased by the CPI index to 30 September 1999). 


Provided the assets were held for 12 months or more. 
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Where the sale price is less than the cost base, after allowing for previously allowed 
deductions such as depreciation, a capital loss exists. Should the aggregate of all 
capital profits and losses be positive, CGT is payable on that aggregated amount. If the 
aggregation is negative, the resultant net capital loss can only be carried forward to 
offset future capital profits and cannot be used to offset taxation liabilities from other 
income sources. 

Indexation up to 30 September 1999 (allowance for inflation) applies only for capital 
gains on disposal of assets held for more than one calendar year provided the asset was 
held at 21 September 1999. The indexed cost base is the cost base of the asset adjusted 
by reference to the Consumer Price Index (CPI) for the period that the asset is held to 
30 September 1999. 

The cost base of an asset includes: 

■ the cost of acquisition; plus 

■ non-deductible incidental costs of acquisition and disposal; plus 

■ capital expenditure to enhance or establish title to the asset. 

The cost base of an asset acquired before July 1988 is the one producing the smaller 
gain or loss on disposal, of either: 

■ the market value at 30 June 1988; or 
a the original cost. 

(Earlier holding costs are excluded.) 


Example 5.3 

The CPA superannuation fund (a complying fund) purchased an asset for $100 000 in June 1997, 
made capital improvements of $20 000 to the asset in November 2000 and sold the asset in 
March 2004. 

The fund can use either the frozen indexation or CGT discount option to calculate the capital gain 
made on the disposal of the asset. If the fund chooses the indexation option, it can index the 
$100 000 purchase price until 30 September 1999. The $20 000 cannot be indexed as it represents 
post-21 September expenditure. 

Other CGT and capital assets changes 

The following changes may affect the taxation of superannuation funds. 

1 The removal of plant and equipment from the CGT regime and the inclusion 
in assessable income (under depreciation provisions in ITAA 1997 Division 42) 
of the excess of disposal proceeds over the cost base of plant and equipment, 
indexed to 30 September 1999. A balancing charge offset will be available for 
involuntary disposals of plant and equipment that happen after 11.45 a.m. on 
21 September 1999. 

2 The removal of accelerated depreciation on assets acquired or constructed after 
11.45 a.m. on 21 September 1999 and its replacement with a system where 
depreciation rates are fixed by reference to the effective life of an asset. 

3 The removal of depreciable assets from the CGT regime for disposals occurring 
after 11.45 a.m. on 21 September 1999 and the treatment of gains and losses as an 
additional balancing adjustment. 
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4 The introduction of the venture capital franking rebate which will enable 
superannuation funds to receive capital gains tax free for their investments in 
pooled development funds. 

5 The scrip for scrip rollover which applies to defer any capital gain when a taxpayer's 
interests in companies and trusts are exchanged for interests in another entity; such 
as in the result of a takeover (ITAA 1997 Subdivision 124-M). 

6 Amendments to the assignment of leases and leased plant provisions that require 
an amount to be included in assessable income of the lessor (superannuation 
funds that lease plant) when plant is disposed of and the consideration received 
on disposal exceeds the plant's depreciated value (ITAA 1997 Division 45). 

The normal ITAA 1997 rules apply to the taxation of capital gains in a non-complying 

fund. Taxation of capital gains was covered in the CPA Taxation segment. 


Other taxation issues 


Taxation accounting issues 

Certain specific issues are discussed below. 


income versus capital 

The debate about what constitutes income and what constitutes capital expenditure 
is relevant for superannuation funds, as monies classified as income are assessed on 
their full value (with a corresponding allowable deduction for the cost) in the relevant 
income period. The profit on disposal of a capital asset is only assessable for CGT 
purposes on realisation. 


Receipt versus accrual 

Income is brought to account when received for such items as dividends, interest, 
rent, contributions and capital gains. 


Traditional securities 

Profits and losses on traditional securities (financial securities acquired after 10 May 1989 
other than trading stock or discounted securities) owned by superannuation funds are 
treated as income for tax purposes. 

Discounted securities 

Fixed interest securities are taxed on an accruals basis where the sum of payments 
received (other than interest) exceeds the cost of the security by more than the 
percentage calculated by multiplying 1.5 per cent by the number of years in the term 
of the security. Certain other variable return securities which meet the definition of 
'qualifying security' at section 159 GP(1) of the ITAA 1936 are also taxed on an 
accruals basis. General criteria for this treatment include issue at a discount, the 
payment of deferred interest or capital indexation. 

There is no inflation adjustment as occurs for CGT purposes on assets acquired before 
11.45 a.m. on 21 September 1999, but losses can be offset against other income. 
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Foreign tax credits 

Overseas investments by superannuation funds are likely to be subject to withholding 
tax by the overseas country on dividends remitted from that country. Under the 
ITAA, the gross amount of the dividend is assessable; however, there may be a credit 
available for the amount of the withholding tax paid. Withholding tax credits can 
only be used in respect of tax liabilities on income sourced from overseas. 

It should be noted that until 1 July 2004 certain foreign income is taxed on an 
accruals basis irrespective of when the funds are received. The Foreign Investment 
Funds (FIF) legislation, applying to Australian investors with more than $50 000 
invested overseas, means that they are subject to tax based on changes in the 
market value of certain non-exempt overseas investments rather than on the actual 
realised values of those investments. However, exemptions apply, notably: 

■ to investments in companies engaged in active business and certain other 
specified activities; 

■ in respect of a range of investments in the United States; and 

■ in respect of non-exempt FIF investments where these do not exceed 5 per cent of 
the FIF portfolio by market value. 

Following the Review of International Taxation, complying superannuation funds are 
exempt from the FIF regime from 1 July 2004. 


Pension funds: Actuarial certificates 

As mentioned earlier a complying fund is exempt from tax on income which covers its 
liability to pay current pensions. There are two methods to calculate the exempt 
income, and they are explained below. 


Segregated current pension assets method (s. 282B) 

Income (other than taxable contributions, non-arms-length income and unreasonable 
private company dividends) earned on segregated current pension assets, that is, assets 
set aside which will discharge, fully or in part, current pension liabilities as they fall 
due, is exempt from tax. Section 273A of the ITAA 1936 requires an actuarial certificate 
to be obtained which confirms the level of those assets. 

Proportion of total superannuation liabilities method (s. 283) 

The proportion of income attributable to current pension liabilities, excluding taxable 
contributions and non-arms-length income, which is exempt from tax, is calculated as: 

Unsegregated current pension liabilities 
Unsegregated superannuation liabilities 

Any segregated assets to cover current and non-current pension liabilities (as certified 
by an actuary, s. 273A and s. 273B of ITAA 1936) are excluded from the calculation. 


Tax deductions 

As for other taxpayers, the ITAA allows specific tax deductions for certain expenses of 
superannuation funds which are incurred in earning assessable income. 

A deduction can be claimed by a complying fund under section 279 of ITAA 1936 for 
the cost of providing death and disability benefits in the form of a lump sum or 
pension benefit for a deceased member's dependants or members who become 
disabled, on a premiums basis. Alternatively, s. 279B allows a trustee of a complying 
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fund a deduction for the actual cost of providing death and disability benefits, where 
the trustee elects not to claim deductions for premiums. Non-complying funds cannot 
claim a deduction for death and disability cover. 

In particular the deduction for premiums in respect of death or disability cover under 
s. 279 applies on the following basis: 

□ on a policy with no investment component, 100 per cent of the premium; 
n on a whole of life policy, 30 per cent of the premium; 

■ on an endowment policy, 10 per cent of the premium; 

■ where the fund self-insures for all or part of the risk for death or disability cover, 
a deduction equal to the notional arm's length premium as supported by an 
actuarial certificate; 

■ on a paid basis rather than a premium basis under s. 279B. 

Apportionment of expenses 

Where part of the fund is used to pay pensions (allocated pensions), the income of 
that part of the fund is exempt from tax. Accordingly the expenditure of the fund 
as a whole will be partly incurred for the purpose of producing assessable income 
and partly for the purpose of producing exempt income. In Taxation Ruling TR 93/17 
the Commissioner of Taxation has indicated views as to apportionment of a 
superannuation fund's expenditure between assessable income and exempt income. 
This applies to expenditure related to producing investment income and general 
administration expenditure. 

Capital write-off and/or depreciation may be claimed in respect of buildings and 
depreciable fittings, such as hot water services. However, if a building is subsequently 
sold, and that sale results in a capital loss, there may be an adjustment for the 
previous claims. Repairs and maintenance of non-current physical assets (other than 
expenditure of a capital nature) may also be an allowable deduction. These matters 
are covered in the CPA Taxation segment. 

Costs incurred in collecting contributions are deductible if the costs satisfy normal 
deductibility criteria. A deduction can be claimed for the superannuation supervisory 
levy, but not the late lodgment amount. 

Other expenses which can be claimed are those which are deductible under section 8-1 
of ITAA 1997 or other specific provisions. These expenses include: 

□ administration expenses; 

a actuarial, accountancy, audit, investment advice and other relevant 
professional fees; 

a costs incurred in complying with APRA's guidelines (unless they are capital expenses); 
a trustee fees and premiums under an indemnity insurance policy; 
a costs in connection with the calculation and payment of benefits to members 
(but not the cost of the benefit itself); and 
a any other administrative costs incurred in managing the fund. 

Investment related expenses such as commissions and ongoing management fees 
are deductible, however up-front fees on investments are capital in nature, and are 
therefore not deductible. Also the costs incurred by the trustee in amending a 
superannuation fund's trust deed are not deductible as they are of a capital nature. 
However exceptions are made where the amendments are required due to changes in 
government regulations and where amendments make administration of the fund 
more efficient and do not amount to a restructuring of the fund. 



STUDY GUIDE 5.55 


Reading 5.5 Taxation Ruling TR S3/17, Income tax: Income tax deductions available to 
superannuation funds' provides you with further information on tax deductions for superannuation 
funds. Read this now. 


Goods and services tax (GST) and superannuation funds 

From 1 July 2000, the goods and services tax (GST) has applied to superannuation 
funds. A superannuation fund is specifically included in the definition of an 'entity" 
in the GST Act and therefore can register for GST. In fact, a superannuation fund must 
register for GST if its annual turnover is $50 000 or more. The test for this is based on 
the fund's current annual turnover and projected annual turnover. 

A superannuation fund must register for GST where its projected annual turnover 
exceeds the turnover threshold. However, where a superannuation fund's current 
annual turnover exceeds the turnover threshold then they will not be required to 
register for GST purposes, if the trustee can satisfy the commissioner that the projected 
annual turnover of the superannuation fund is below the turnover threshold. 


Turnover 

Turnover does not include input taxed supplies, supplies not made for consideration 
or supplies made by way of transfer of capital assets. Therefore the receipt of 
contributions from members and the payment of benefits to members are input 
taxed as financial supplies and not counted as part of a fund's turnover. 

The following table summarises the transactions included/excluded as turnover: 


Transactions excluded 


Transactions included 

u Fees charged to members for salary n 
continuance insurance. □ 

■ Income from lease of commercial 
property directly owned by the fund. 
b Rents from residential properties m 
(where lease was signed before ■ 

2 December 1998). 


Administration fees charged to members. 
Fees charged to members for provision 
of life insurance or death and 
disability insurance. 

Rents received on residential property. 
Receipts from transfer of capital assets. 


Projected annual turnover means all supplies that have been made and are likely to be 
made in the 12 months starting at the beginning of the current month. In determining 
projected annual turnover one must disregard those supplies excluded from the current 
annual turnover calculation mentioned above together with any supplies of capital 
assets. For instance, where a supply is a loan of money, any repayment of principal or 
obligation to repay principal is to be disregarded in calculating the turnover of the 
superannuation fund. Therefore, if a fund makes a loan of $60 000 and receives interest 
of $5000, the value of that supply is $5000 and not $65 000. 


Financial supplies 

Under the GST legislation, superannuation-related activities (i.e. any dealings with 
member benefits and the management of a superannuation fund) are financial 
supplies and will be input taxed. That is, GST does not need to be paid on most 
supplies made by a fund (e.g. benefit payments) but generally no input tax credit will 
be available to the fund on the inputs to that supply. Any fees paid in relation to the 
administration of the fund will result in a reduced input tax credit (RITC) being 
available to the fund on these inputs. The refund rate is currently 75 per cent. 
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To obtain this refund, funds will need to register for GST purposes. Some funds may 
make taxable supplies (such as leasing business premises to employers). Where this 
occurs, the fund may be required to remit GST to the Taxation Office where the fund 
is required to register for GST purposes. Generally, quarterly returns are required on 
the same schedule as PAYG returns (see below). 


The following table summarises a superannuation fund's purchases and supplies and 
the GST or input tax credit implications: 


Fund purchases 

■ Taxable supplies (such as computers 
and equipment). 

(GST is payable and no GST refund) 

□ Financial supplies (such as bank fees). 
(No GST payable) 

m Reduced input tax credit supplies 
(such as administration fees). 

(GST is payable with a 75 per cent 
refund of GST) 


Fund supplies 

s Taxable supplies (such as 
commercial property). 

(Charge GST) 

■ Financial supplies (such as payments 
to members). 

(No GST charged) 

■ Other supplies (such as salary 
continuance). 

(Charge GST) 


PAYG instalments 

From 1 July 2000 the Pay As You Go (PAYG) instalments system replaced the provisional 
tax and company and superannuation fund instalment systems. 

The new PAYG system is broken into two parts: 

■ the PAYG instalment system; and 

■ the PAYG withholding system. 

For the purposes of this module, the following relates to the PAYG instalment system 
as it applies to the payment of a fund's income tax. 

The new tax instalment system applied from the 2000/01 income year but also impacted 
on the payment of tax relating to the 1999/2000 income year. As a result of the new tax 
instalment system, the timing of tax payments and method of payment changed. 

There are two types of payers under the PAYG instalments system; quarterly 
and monthly. Certain funds may be required to lodge monthly activity statements 
because of high-value PAYG withholding obligations, in which case payments are due 
21 days after the end of the quarter. 


Quarterly payers 

Taxpayers who are registered for GST and who are not monthly payers pay PAYG 
instalments quarterly which are due 28 days after the end of each instalment quarter. 
For example a superannuation fund with an income year ending 30 June 2004 has the 
following dates: 

Income quarter Payment dates 

30 September 2003 28 October 2003 

31 December 2003 28 February 2004 

31 March 2004 28 April 2004 

30 June 2004 28 July 2004 
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The amount of a fund's quarterly instalment is based on a number of items including: 

■ the fund's instalment income for the quarter; and 

■ the fund's instalment rate (which is generally advised by the ATO). 

The amount of a fund's quarterly instalments is calculated by multiplying the 
applicable instalment rate by the fund's instalment income for that quarter. 

The instalment income for the quarter is the fund's assessable income for ordinary tax 
purposes and statutory income including taxable contributions for that quarter. It also 
includes partnership and trust income. 

The instalment rate is generally based on the ratio between tax payable and gross 
income for the previous year. The ATO will provide the instalment rate, however a fund 
may choose to apply its own where it believes that the ATO's rate does not accurately 
reflect the fund's final tax liabilities. Where a change results in an underestimation of 
tax, penalties will be imposed. 

When paying a tax instalment, a Business Activity Statement needs to be completed. 

This form acts as a quarterly tax return on goods and services tax (GST), income tax 
withheld, income tax instalments, fringe benefits tax instalments and several other taxes. 


Annual payers 

Instalments can be paid annually if the fund's most recent notional tax notified by the 
commissioner is less than $8000 or if the fund is not registered for GST. The ATO will 
notify a fund if it is eligible to pay annually, and if choosing to be an annual payer the 
fund must notify the ATO in writing. The annual payment cycle will continue 
indefinitely if the fund's circumstances do not change. 

For the 2002/03 and later income years, the annual instalment date is the 21st day of 
October after the end of the income year, if the income year ends on 30 June. 

As indicated above, the new tax system is designed to bring forward the fund's tax 
instalment payments, thereby making tax payable during the actual year to which the 
tax relates. 


The superannuation contributions tax (surcharge) 
collection mechanism 


Superannuation funds and retirement savings account providers (collectively referred 
to as superannuation entities below) are required to send details of all employer 
contributions and personal contributions received for each member for the year of 
income ending 30 June to the ATO for superannuation surcharge purposes by the 
following 31 October. SMSFs have been able to self-assess for surcharge purposes from 
30 June 2000. 

If a member does not advise the entity of his or her TFN, and the information supplied 
by the entity to the ATO does not include each member's tax file number, the member 
will be given a further opportunity to supply his or her TFN, and if this is not then 
done the entity will be liable to pay the full 15 per cent superannuation contributions 
surcharge on all contributions received in respect of that member. 
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If the member later advises the ATO of his or her tax file number and details of the 
superannuation entity, the ATO will recalculate the amount of superannuation 
contributions surcharge payable and refund any excess to the entity for crediting to 
the member's account. 

When members lodge their income tax returns the ATO will: 

■ match details of their taxable income with information provided by 
superannuation entities; or 

■ in the case of contributions made by self-employed people and other personal 
contributions claimed as a deduction, identify these from details which will need 
to be separately identified on the member's income tax return. 

When the member's adjusted taxable income exceeds the lower threshold ($94 691 in 
2003/04), the ATO will assess the amount of contributions surcharge payable for that 
member and send grouped assessments to the relevant superannuation entity in the 
year following the year of contributions, at anytime, but generally on: 

□ 15 February; 
n 15 May; and 

□ 15 August, 

and send a copy of individual assessments to each member affected by the 
superannuation contributions surcharge. 

The superannuation entity can then debit each affected member's account by the 
amount of the contributions surcharge and remit the amounts to the ATO one month 
after receiving the grouped assessment, that is, by: 
s 15 March; 
m 15 June; and 
sa 15 September. 

Superannuation contributions surcharge assessments for late issuing income tax 
assessments of members will be sent at any time. 


Members' annual statements 

The superannuation entity is required to show details on members' annual statements of: 
□ the contributions reported to the ATO; and 

■ the amount of contributions surcharge paid in respect of those contributions. 


Self-assessing funds 

Certain superannuation funds are able to self-assess for surcharge purposes. 

These funds: 

□ have fewer than five members; 

■ hold contributed amounts in relation to those members for the financial year; 

■ can calculate the adjusted taxable income for each of those members for the 
financial year; 

■ can calculate for each member whose adjusted taxable income is greater than the 
surcharge threshold, 

d the surchargeable contributions, and 

■ the rate of surcharge that applies, and 

■ the surcharge payable; and 

■ lodge their superannuation surcharge member contribution statement by electronic 
transmission on or before 31 March following the end of the financial year. 
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For 2000 and later financial years, self-assessing funds will be required to pay the self- 
assessed liability within seven days of when they report to the ATO. For 30 June 2004 
the due date for reporting is the date for lodgment of the income tax return of the fund. 


Summary of the collection mechanism for superannuation contributions surcharge 
for 2003/04 surchargable contributions 

When members lodge their 2003/04 tax returns, the ATO: 

■ identifies any members who have adjusted taxable incomes (see definition in 
Module 4) over $94 691; 

■ sends grouped assessments to the superannuation entity on 15 August 2004, 

15 February 2005 and 15 May 2005; and for assessments triggered by late issuing 
assessments of members at any time; and 

■ sends a copy of individual assessments to each affected member. 

The superannuation entity then: 

□ debits each affected member's account by the amount of the contributions 
surcharge; and 

■ remits the contributions surcharge amount to the ATO by 15 September 2004, 

15 March 2005 and 15 June 2005 respectively (and later for assessments triggered 
by late issuing assessments of members). 

The superannuation entity must also show details on members' annual statements of: 

■ the contributions reported to the ATO; and 

■ the amount of contributions surcharge paid in respect of those contributions. 

Appropriate review mechanisms will be available to deal with any dispute regarding 
the contributions surcharge liability. 

These collection arrangements provide additional administrative duties for trustees, 
who are required to provide additional information to the ATO and members, pay 
contributions surcharge and allocate (and reallocate where members amend their tax 
assessments) the contributions surcharge to members' accounts and deal with disputes 
between members and the ATO on the extent of liability. 


Transfers and withdrawals of benefits 

The liability for the contributions surcharge will be transferred to: 
m the new recipient entity where a member rolls over benefits to a new 
superannuation entity; 

■ the member, if he or she withdraws benefits from the superannuation system. 


Special assessments are issued in the case of a member who retires. 
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Part D: Self-managed superannuation funds 


Much of the discussion so far has applied to all funds, including SMSFs. The final part 
in this module is devoted to SMSFs. 

As indicated earlier, an SMSF is generally a fund where: 
is there are less than five members; 

■ all the members are trustees/directors of the trustee company; 

■ all the trustees/directors of the trustee company are members of the fund; 

□ none of the members are employees of another member unless they are 

relatives; and 

■ the trustees do not receive any remuneration for their trustee services. 

An SMSF does not have to comply with all of the requirements of SIS which apply to 
non-self-managed funds. For example, the following rules do not apply to SMSFs: 
b requirement to establish a formal arrangement for dealing with inquiries or 
complaints (s. 101); 

a provision to members of details of the way investment earnings or expenses are 
charged to their accounts; 

b provision to members of certain fund and withdrawal information and production 
of an annual report for members (reg. 2.23); 
s provision to members of an audit report; and 

b requirement for the trustee's consent before the governing rules can be amended. 

In the case of an employer-sponsored fund, the following rules do not apply to SMSFs: 
a the restrictions on amendment of the governing rules; 
b equal representation rules; 

a establishment of a procedure for appointing an independent trustee or 

independent member of the board of directors of a corporate trustee (s. 108); and 
a restrictions on which amounts may be paid out of an employer-sponsored fund to 
an employer-sponsor (s. 117). 

SMSFs are usually established by people who want to have a more direct hands-on role 
in running the fund. These funds often make direct investments. Despite the time 
and costs of running these small complying funds, APRA statistics show that they are 
increasing in number (over 275 000 small funds, including small APRA regulated 
funds, existed in September 2003). 

It must be remembered that once a fund has a total of five members (including dormant 
members), the fund becomes a non-self-managed superannuation fund . 


Setting up a do-it-yourself (DIY) fund 


The advantages and disadvantages of do-it-yourself SMSFs were discussed in Module 3. 

Once the decision is made to set up a do-it-yourself fund, a systematic approach 
should be taken. When setting up an SMSF and making investment decisions, the 
trustees should be wary of advisers who derive their income from commissions, 
because their advice is often a sales pitch for a limited range of investment products 
and asset alternatives. 
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The following 'checklist' can be used as a guide in setting up a complying SMSF: 

□ Decide on the type of benefits, that is, lump sums or allocated pensions 
(discussed in Module 6). 

■ Decide on the type of trustee—corporate or is the fund to provide pensions? 

■ Have the trust deed drawn up and executed. 

■ Lodge the irrevocable election to be regulated with the ATO. This must be done 
within 60 days of executing the trust deed (otherwise the fund will lose its tax 
concessions for that year). 

■ Prepare minutes recording the trustee's decision to establish the fund. 

■ Apply for an ABN and a TFN from the Taxation Office. 

■ Get members to complete an application to join the fund and nominate the 
dependants whom they wish to receive their benefits in the event of death. 

■ Give members a copy of the fund rules and the benefits. 

■ Open the fund's bank account. 

■ Transfer accumulated benefits from other funds to the SMSF by sending a written 
request to the trustees of those funds. 

■ Formulate an investment strategy. 

■ Provide information about the investment strategy to arms-length members who 
have not been involved in formulating that strategy. 

■ Take out death and disability insurance cover if required. Remember, the 
premiums are a tax deductible expense, but they will reduce accumulations and 
earnings of the fund. 

■ Establish an accounting system, keeping a separate account for each member. 

■ Record undeducted contributions and transfers from other superannuation 
entities separately. These will not form part of the fund's taxable income. 

a Invest funds in accordance with the investment strategy. 

a Keep the fund simple and straightforward. This reduces administration time and 
costs and means the trustee is less likely to encounter problems. 

■ Record the dates when the tax payable and tax return, audit, SIS return and, if 
there is a corporate trustee, ASIC return, are due. 


Question 5.5 

Bill and May, who are in partnership, have set up a self-managed superannuation fund and 
wish to make an in-specie contribution by transferring shares to the fund which they 
currently own jointly. Can they do this? Briefly explain. 


Investment strategy for an SMSF 


Under the SIS Act, an investment strategy is a plan for the investment of assets by 
a fund with a view to accumulating member's benefits for retirement purposes. 

The investment strategy is used as a means of pursuing one or more investment 
objectives. The trustee needs to determine an investment strategy (s. 52 of the SIS Act) 
and ensure that the investments of the fund are made in accordance with that 
strategy. The strategy and objectives should be disclosed to fund members in the 
regular fund reports and the investment objectives should be both consistent with the 
general objectives of the fund and also be reasonable. 

/ t 

The legislation requires trustees of a superannuation entity to formulate, and put into 
effect, an investment strategy based on all the circumstances of the entity, including: 

■ parity of risk and projected return from the entity's investments with its objectives 
and expected cashflow requirements; 

■ adequate diversification of the entity's investments across asset sectors; 
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■ the entity's liquidity levels to service expected cash flow requirements; and 

■ the ability of the entity to discharge existing and future liabilities. 

The investment strategy should focus on the mix of assets that will achieve the entity's 
objectives, given the current investment outlook and benchmarks used. The investment 
strategy may vary over time to reflect internal and external changes. 

It is not possible to design one 'model' investment strategy, because a wide variety of 
strategies are likely to be acceptable. Additionally, the level of sophistication and 
complexity of the investment strategy will vary depending on the amount available 
for investment. 

APRA Circular no. II.D.l Managing Investments and Investment Choice also provides 
strategy guidance, including that: 

m ideally the strategy would specify what proportion of fund monies are invested in 
particular asset classes; and 

■ while the APRA views diversification as generally desirable it does recognise that, 
especially in the early stages when the fund has limited monies to invest, it is 
difficult to achieve diversification. 

In addition, the ATO Fact Sheet Self-Managed Superannuation Funds—Investment Strategy 
and Investment Restrictions also provides additional guidelines. 

SIS does not categorically rule out a fund investing in a single asset. However, in the 
event of a member's inquiry or a prudential review of the fund's operations by the 
regulator, the trustee must be able to substantiate that the need for diversification has 
been given adequate consideration. 

A simple strategy is usually appropriate for a small SMSF. The main reason for applying 
this requirement to SMSFs appears to be to try to ensure that from time to time trustees 
give some consideration to the issue of the fund's investment strategy. The requirement 
should also assist in ensuring that fund investments are consistent with the stated 
strategy; and that members, particularly arms-length members, are aware of what the 
fund is investing in. 

An investment strategy should be specific, measurable, realistic and achievable, and 
aim to achieve a real rate of return over inflation. It should be reviewed regularly and 
adjusted when changing conditions make this appropriate. 

In its most simple form, a risk averse strategy for a small SMSF could be along the 
following lines: 

The investment strategy of this fund is: 

To obtain a real rate of return, after tax and inflation of two per cent over a five-year 
period in a mix of cash, shares and property, with little chance of a negative return 
in any year. 

In order to achieve this outcome, investments will be made in the following 
proportion of fund monies: 
d shares 0-40%; 
m property 0-30%; and 
• cash 20°/o-80%. 

The investment strategy will be implemented in a way that allows sufficient 
liquidity so that cashflow meets the fund's existing and future liabilities. 


STUDY GUIDE 5.63 


Question 5.6 

What is a trustee of a complying superannuation fund required to consider when making 
an investment? 


Prudential audits 

The ATO will want to see whether the actual investment activities of the trustees are 
consistent with the stated strategy. The trustees should ensure that investments made 
reflect this strategy, and adjust the strategy as conditions change. The role of the 
auditor is to ensure that the money accumulated in the superannuation fund has 
been properly secured for the ultimate benefit of its members. The auditor of the 
fund will be required to issue an opinion ('approved audit report') on the financial 
statements and may also issue an opinion covering the fund's compliance with the 
SIS Act and Regulations. 

The ATO is aware that some SMSFs may have some difficulty in achieving adequate 
liquidity and diversification. 

The text of the address to the ASFA Conference, November 2003, by Mark Jackson, 
Deputy Commissioner, Superannuation Self-Managed Funds Compliance Review 
(Benchmarking) Results , can be accessed at <http://www.ato.gov.au> (accessed May 
2004). 

Benefits of having a strategy 

If investments are undertaken in accordance with the strategy, section 55(5) of the 
SIS Act provides trustees with a statutory defence from any action which might be 
taken by a member who suffers a loss (discussed above). 


The 'prudent person principle' 

The 'prudent person principle' for the investment of trust funds is being brought in 
Australia-wide and imposes an obligation on trustees to focus on aspects of investing 
trust funds, including superannuation funds. 


Costs of setting up and running an SMSF 


The costs of running an SMSF vary depending on who establishes the fund. The two 
major types of costs are set-up costs and ongoing costs. 

■ Initial set-up costs: Initially the fund needs a trust deed and the trustees need 
relevant advice. If a corporate trustee is required there is also the cost of setting up 
a corporate trustee. 

■ Annual ongoing costs include the costs of: 

■ accountancy fees to prepare financial accounts; 

■ reporting to members periodically; 

□ an audit; 

■ preparation and lodgment of annual taxation and SIS returns (and ASIC return 
if there is a corporate trustee); 

■ maintenance of investment registers and preparation of minutes of meetings; 
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specialist investment advice; 

superannuation supervisory levy ($45 p.a.); and 

an actuarial fee where the fund is paying a pension. 


Other costs, some of which may not be foreseen, include: 

■ cost of tax advice; 

□ cost of legal advice; 

■ transaction costs, such as brokerage on share purchase and sales; 

■ fines and penalties; 

■ application fees for managed funds; and 
m bank charges. 
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Part E: Review 


In this module we discussed superannuation funds, Stage 2 in the lifecycle of 
superannuation, in considerable depth. You should now have a working knowledge 
of the operation, taxation and administration of superannuation funds. 

In personal financial planning, it is important that you have a basic understanding 
of the types of superannuation funds and the regulations that govern these funds. 

In this context, you learned about the preparation of taxation and SIS returns, and the 
preparation of accounts for a superannuation fund. You also need to know about the 
advantages and pitfalls of a do-it-yourself (DIY) superannuation fund when advising 
your clients. Your attention was drawn to the costs and risks, as well as the benefits 
of DIY funds. There are benefits to having a DIY superannuation fund, however, a 
cautious approach which passes the 'sleep test' is probably the best strategy. 

In Module 6 you will study Stage 3 in the life cycle of superannuation: payments of 
benefits. You will also study wider issues relating to other payments on termination of 
employment and retirement and estate planning. 
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Summary of Part IX of the ITAA1936 


The following summarises the provisions in Part IX of the ITAA 1936 and the 
ITAA Regulations, and indicates which provisions relate to complying versus non¬ 
complying funds. The provisions applying specifically to complying funds generally 
result in the fund receiving a tax concession by either excluding some income items 
from taxable income, or by allowing a greater deduction than otherwise would be 
available under the ITAA. 


Non-complying 


Provision 

Complying fund 

fund 

Taxable income taxed at 

15%* 

47% 

Capital gains (s. 302 - s. 315) 

modified rules 
—applies to all 
assets 

Part IIIA only 
—applies to post 

19 September 1985 
assets 

Contributions (s. 274) 

■ employer (including non-deductible) 

■ member—if no deduction claimed 

—if a deduction claimed 

■ a specified rollover amount 

■ FBT contributions 

taxable 

exempt 2 

taxable 

taxable 

N/A 

taxable 

exempt 2 

N/A 

N/A 

deductible 

Pre-1 July 1988 funding credits 
(s. 275A and s. 275B) 

exempt 

N/A 

Accrued income at 1 July 1988 (s. 282) 

exempt 

N/A 

Non-revisionary bonuses on life 
policies (s. 282A) 

exempt 

N/A 

Segregated current pension asset 
income (s. 273A, s. 273B, s. 282B) 

exempt 

N/A 

Current pension liability income 
(s. 273B, s. 283) 

exempt 

N/A 
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Non-complying 


Provision 

Complying fund 

fund 

Premiums for death/disability cover 
—actual 

—notional 
(s. 279) 

deductible 

deductible 

N/A 

N/A 

Future service element of death/ 
disability benefits (s. 279B) 

deductible 

N/A 

Return of surplus (s. 82AAQ) 

(s. 279C and s. 286A) 

non-deductible 

non-deductible 

Anti-detriment payments (s. 279D) 

deductible 

N/A 

Section 275 transfers (taxable 
contributions and rollover amounts) 

taxable 

N/A 

Redemption of PST units (s. 160ZYEB) 

exempt 

N/A 3 

Change of fund status 4 
—complying to non-complying 
(s. 288A) 

N/A 

taxable on market 

value of assets less 

undeducted 

contributions 


Key: 

1 exceptions: certain non-arm's length income and excessive private company dividends 
(refer s. 273 and s. 284) 

2 generally 

3 unable to invest in PSTs 

4 special rules where non-resident funds become resident (s. 288B) 

* refer Tax Laws Amendment Bill (No. 2) 1995 


Source: Adapted from notes from Superannuation Workshop run by Australian Society of 
Certified Practising Accountants (now CPA Australia) and the Institute of Chartered Accountants 
in Australia, February, 1996. 
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Module 5 


Suggested answers 


Question 5.1 


Equal representation is seen as an important way in which members can participate 
in the management of their superannuation funds. However, there may be practical 
problems in all funds achieving this. In particular, smaller funds may have difficulties 
in finding sufficient member representatives to serve as trustees. For this reason, 
non-excluded funds with less than 50 members have the option of appointing an 
independent trustee. 


Question 5.2 


Nothing in the SIS legislation specifically prohibits a superannuation fund trustee from 
investing in a speculative venture. However, before proceeding with the investment, the 
trustee must ensure that the fund has a properly formulated investment strategy in place 
and that the proposed speculative investment is consistent with that strategy. 

The factors to which a fund trustee must have regard when formulating an investment 
strategy are set out in the covenants in s. 52(2)(f) of the SIS Act. These factors include: 

■ the risk and return involved in the investments; 

■ diversification; 

□ liquidity and cashflow; and 

■ the ability of the fund to meet its current and prospective liabilities. 

If the fund trustee has formulated an investment strategy with regard to these factors, 
and the strategy provides for investment in speculative ventures, the trustee may 
proceed with the investment. 

Section 55(5) of the SIS Act provides a statutory defence to trustees against legal action 
for loss or damage resulting from an investment decision provided the investment was 
made in accordance with a properly formulated investment strategy. 
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Question 5.3 


The in-house rules are set out in ss. 69 to 84 of the SIS Act. In considering whether a 
fund has met the in-house assets rule, it is necessary to consider first whether any of 
the fund investments are In-house assets' and, second, the cost of the in-house assets 
relative to the fund's total assets. 

A reduction in the level of in-house assets permitted to be held has been phased in so 
that funds are required to have no more than: 

■ 10 per cent of assets on historical values from 1 July 1995; 

■ 10 per cent of assets on market values from 1 July 1998; and 

■ 5 per cent of assets on market values from 1 July 2000. 

Therefore the following would apply to the CPA: 

□ New in-house assets: CPA can acquire new in-house assets if that investment in, or 
loan to, or lease/lease arrangements with related parties (including the employer- 
sponsor) does not result in total in-house assets exceeding 5 per cent of the market 
value of the fund's assets. 

CPA fund cannot acquire a new in-house asset if: 

> that investment results in in-house assets exceeding 5 per cent of the market 
value of the fund's assets, that is, $60 000; or 
a in-house assets already exceed $60 000. 

■ Existing in-house assets: The in-house assets rule is breached if the fund has in-house 
assets which: 

B exceed 5 per cent of market value on 30 June 2003. For example, if market 
value of the fund's total assets has increased to $1.3 million by 30 June 2004, 
its in-house assets must be reduced to a maximum of 5 per cent of that market 
value, that is, $65 000, during the following year. 


Question 5.4 


The tax concessions are as follows: 

a Employer contributions whether deductible or not form part of the taxable 
income for both complying funds, which are taxed at 15 per cent, and non¬ 
complying funds, which are taxed at 47 per cent. The only exception is where the 
contributions are made to a non-resident fund for the benefit of an exempt visitor 
or a non-resident who does not derive PAYG salary and wages. 

To the extent that the contribution to the non-complying fund is also taxed as a 
fringe benefit, the fund is entitled to a deduction. 

b Actual or notional premiums paid for death and disability cover are deductible 
under s. 279 of the ITAA 1936 to complying funds, but not to non-complying 
funds. This includes 30 per cent of the premium on a whole of life policy, 

10 per cent of the premium on an endowment policy and all of the premium on a 
policy with no investment component. Where the fund self-insures for all or part 
of the risk for death and disability cover, the deduction is equal to a reasonable 
arm's length premium normally payable for a policy in respect of that liability, 
supported by an actuary's certificate. 
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Question 5.5 


Bill and May can make an in-spede contribution by transferring shares which are 
listed on the Australian Stock Exchange or on an approved overseas stock exchange 
into a fund at market value. This can be done without the need to sell the shares on 
the Stock Exchange. If the shares are not listed, they cannot be transferred directly to 
the fund. They should be disposed of and the cash from the sale of the assets can be 
used to make a contribution to the fund. Both an in-specie contribution and a sale of 
shares give rise to a disposal of shares by Bill and May. Any gain, or real gain where the 
shares have been held for more than 12 months, will result in a taxable capital gain to 
Bill and May. 


Question 5.6 


A trustee of a complying superannuation fund that is making an investment is 
required to consider whether the investment: 

■ satisfies the sole purpose test of providing benefits to: 

. each member on retirement, at age 65, or 

. a member's dependants, if the member dies. 

In this regard, the trustee must set and review strategy objectives, and formulate and 
implement an investment strategy which: 

■ takes into account risk, income return and capital growth, diversification, 
liquidity to meet expected cashflow requirements and the ability to discharge 
existing and future liabilities; 

■ is consistent with the investment strategy; and 

■ complies with SIS rules and SIS limitations relating to borrowings, in-house assets, 
and acquisitions of assets from members and their associates. 
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Termination and retirement benefits and 
estate planning 
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Preview 


Introduction 

With government policy aiming for self-sufficiency in retirement and virtually universal 
superannuation coverage for employees, there is a growing need for clients to have 
access to information about the alternatives available. Many individuals will be 
entitled to receive lump sum payments or pension payments as they terminate their 
employment. This could either be on retirement, redundancy or changing employers, 
and such individuals need to make decisions about the investment of those funds. 

In Modules 4 and 5, you were introduced to the first two stages of the superannuation 
life cycle—contributions to the superannuation fund, and the issues associated 
with those contributions once they are in the fund. The third stage of the life cycle 
is when these contributions are withdrawn as benefits from the fund. In addition to 
dealing with the withdrawal of superannuation benefits, this module also discusses 
other types of termination payments. 

When a person terminates employment, either to take up another position or to retire, 
there are special rules for calculating superannuation and other termination payments, 
and the taxation of these payments. Additional rules apply when a person dies or 
leaves a job as a result of a bona fide redundancy, an approved early retirement 
scheme or invalidity. Part A of this module explains how different types of payments 
are calculated and taxed, or alternatively the effect of rolling over an eligible 
termination payment. It also discusses issues relating to reasonable benefit limits. 

Part B of this module discusses retirement planning and benefits, including income 
streams. Finally, Part C provides an introduction to estate planning. 

You may have already briefly studied the taxation of termination payments, trusts, 
deceased estates and retirement benefits in the CPA Program Taxation segment. 

The content of this module is designed to refresh, update and expand your knowledge 
in the context of taxation and retirement planning. Your studies in this segment will 
place you, as an accountant, in a unique position to provide tax advice to businesses 
and individuals about taxation planning and other aspects of termination payments 
(provided that you satisfy all other relevant legal and/or professional requirements 
required to give that advice). 


Objectives 


On completion of this module you should be able to: 

■ calculate different components of superannuation and other termination payments; 
a calculate the taxation implications on these payments; 
a explain other treatments applicable to these payments; 

a identify the different rules applying to such payments when a person dies or leaves 
a job as a result of a bona fide redundancy or approved early retirement scheme; 
b explain the concept of rolling over an eligible termination payment; 
a define what reasonable benefit limits are and how they apply; 
b discuss the importance of other payments such as income streams from pensions 
and annuities in retirement planning and in retirement; and 
b have a basic understanding of estate planning. 
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Teaching materials 


Members' Handbook 

PP 3 Preparation of Legal Documents 


■ Readings 
Reading 6.1 

'How to keep a golden handshake' 
J. Wasiliev 


Reading 6.2 

'ETP Pre-Payment Statement and other forms' 
Reading 6.3 

'Preparing for the big da/ 

M. Murrill 
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Part A: Termination payments 

Introduction 


Superannuation or other termination payments such as 'golden handshakes', and 
unused annual leave and long service leave payments, are made when a person ceases 
working in a particular job. The main reasons for ceasing to work in a particular job 
are when a person: 

■ resigns to take up another position; 

■ is made redundant or leaves as a result of an approved early retirement scheme; 

■ leaves because of ill health; 

■ has their employment terminated; 

■ retires from the work force; or 

□ dies. 

The taxation of termination payments can, depending on the type of payment, vary 
as a result of: 

□ whether they are received as a lump sum or as an income stream—such as a 
pension or annuity; 

■ the source—whether, for example, they are from a taxed superannuation fund 
or an employer; 

■ the reason why the recipient left a particular job—for example, because of 
resignation or redundancy; 

■ the age of the recipient—that is, greater than 55 years old; and 

□ whether the amount is to be rolled over into a complying rollover fund. 

All sections quoted in this module are from the Income Tax Assessment Act 1936 (Cwlth) 
(ITAA 1936) unless otherwise stated. 


Entitlements received as lump sums 


Part A of this module explains when superannuation benefits can be cashed, and the 
taxation of entitlements which are received as lump sums. The termination payments 
discussed in this part are payments which are: 

□ eligible termination payments; 

■ tax-free bona fide redundancy payments; 

□ death benefits; 

s annual leave and annual leave loading payments; and 

□ long service leave payments. 

Special rules apply to eligible termination payments (ETPs) which arise when 
superannuation pensions and qualifying annuities are converted to lump sums. 

These rules are discussed in a later section in this module. 
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Cashing of benefits in a superannuation or rollover fund 

Module 5 explained the compulsory and voluntary cashing of superannuation benefits. The following 
should be a confirmation of your understanding. 


When benefits can he cashed 

Unrestricted non-preserved benefits can be withdrawn from a superannuation entity such 
as a superannuation fund or approved deposit fund at any time the member requests 
payment, depending on the terms of the fund's trust deed. These are members' accrued 
benefits where a condition of release has occurred (as defined in Schedule 1 of the 
Superannuation Industry (Supervision) Act 1993 (Cwlth) (SIS) Regulations)—that is: 

■ when the member has restricted non-preserved benefits, that is non-preserved 
undeducted contributions made before 1 July 1999, and subsequently leaves the 
relevant employer; 

es when the member leaves the current standard employer sponsor and preserved 
benefits are less than $200; 

■ where there are benefits which have been rolled over into the fund, to the extent 
that the benefits are not preserved; or 

n when a member: 

> turns 65 years of age, 

. retires when he or she is at least age 55 but is still under 60 and intends never 
to work again, 

b is aged 60 and a job arrangement ends, 
d dies, 

□ is permanently incapacitated, 

b is temporarily incapacitated—a non-commutable income stream cashed from a 
superannuation fund to continue paying all or part of the gain or reward whilst 
the member suffers ill health and is unable to carry out his or her usual job, 
b suffers severe financial hardship and has either been receiving Commonwealth 
income support for 26 consecutive weeks or, if aged 55 years and 9 months or 
more and received Commonwealth income support for a cumulative period 
of 39 weeks; 

b is entitled to a benefit on compassionate grounds; or 
b is entitled to a benefit by an ancillary purpose approved in writing by APRA. 

Restricted non-preserved benefits are benefits which are not required to be preserved in a 
superannuation fund but which cannot be withdrawn until a condition of release 
occurs as defined in Schedule 1 of SIS Regulations (above). From 1 July 1999, these 
are the greater of: 

b undeducted contributions in the current employer's superannuation fund made 
since July 1983 and before 1 July 1999, or 
□ vested resignation or retrenchment benefits not subject to preservation at 
1 July 1999. 

Preserved benefits are any other benefits. From 1 July 1999 this is to include all 
contributions made for or by members and fund earnings. These benefits must be held 
in a superannuation entity until a condition of release occurs. 

If at 30 June 1999 a member's unrestricted non-preserved benefits and restricted non- 
preserved benefits cannot be calculated, they will default to preserved benefits. 

As spouse contributions are preserved benefits they cannot be accessed until a 
condition of release occurs. For a spouse with an employment history this may not 
occur until age 55, or 65 if the spouse has never worked. 





6.8 STUDY GUIDE 


Compulsory cashing of benefits 

All accrued superannuation benefits, other than the member's post-(age) 65 employer- 
financed benefits, must either be cashed or start to pay an income stream in the form 
of a pension or annuity when: 

□ the member dies; 

■ the member reaches age 65 but less than age 75 and is not gainfully employed 
either full-time or part-time—that is at least 10 hours per week every week; or 

■ the member reaches age 75, unless the member is gainfully employed full-time— 
that is at least 30 hours per week, every week. 

Note that the age 75 was previously 70 years of age—this was increased in the 
2002 budget. 

A member's post-(age) 65 employer-financed benefits are mandated employer 
contributions made to the fund after the member attained age 65. These benefits do 
not have to be cashed until one of the above events occurs and mandated 
contributions cease. 

In February 2004, the Government released a policy paper outlining several measures 
to improve the accessibility, flexibility and integrity of the retirement income system. 
Under these measures, once people reach age 75, they will be required to cash their 
superannuation benefits. In addition, from 1 July 2005 people will be able to access 
their superannuation as a non-commutable income stream once they reach 
preservation age. Legislation for these measures is yet to be released. 


Eligible termination payments (ETPs) 


When superannuation fund benefits are accessed or received as a lump sum they are 
called 'eligible termination payments' (ETPs). 

An ETP is defined in s. 27A(1) of the ITAA 1936 to include specific types of payments 
which receive concessional tax treatment, such-as those from an approved deposit fund, 
life assurance company, superannuation fund (excluding a pension or annuity, unless 
it is a lump sum related to a pension or annuity entitlement), RSA or an employer. 

Most ETPs are made as a result of termination of employment, but the expanded 
definition of an ETP includes any payment, including in-specie payments, from a 
superannuation fund, even if employment is not terminated. 

ETPs can be: 

■ employer payment ETPs—these are payments (usually) made by an employer 
when an employee leaves a job, or made after the death of an employee, 
and include: 

■ a payment in lieu of notice, 

■ a 'golden handshake', 

- payment for unused sick leave, 

■ payment for unused rostered days off, 

■ compensation for loss of job, 

* compensation for wrongful dismissal (even if paid at a later date), 

■ the portion of a redundancy payment and/or approved early retirement 
scheme payment which is above the tax-free amount for the relevant year 
($5882 plus $2941 in 2003/04), indexed annually to AWOTE (average weekly 
ordinary time earnings)—this amount is tax free and is not an ETP, and 

■ an invalidity payment (excluding compensation for personal injury); 



STUDY GUIDE 


6.9 


■ payments from a superannuation fund including an RSA (other than pensions or 
unauthorised benefits), including: 

» payments made due to retirement for age, invalidity or redundancy, 

■ a refund of a person's contributions to the superannuation fund, and 
a other payments made that accord with the fund's rules; 
b payments made to a person who changes (or commutes) all or part of an immediate 
or deferred pension or annuity into a lump sum, or the residual capital value of a 
pension or annuity (provided the pension or annuity arose from an ETP); 
a payments from an approved deposit fund (ADF); 

b a lump sum from a CGT exempt amount due to an election to use a capital gain 
from the sale of active business assets for retirement; 
is a lump sum payment accepted as an alternative to a superannuation pension 
or annuity; or 

□ certain lump sum payments made after the death of a person. 


What is not an ETP? 


Some lump sum payments are excluded from the definition of an ETP. These include: 
b payments in lieu of: 

■ unused annual leave or leave loading, and 

■ unused long service leave; 

□ bona fide redundancy payments and/or approved early retirement scheme 
payments which are within the tax-free amounts for the relevant year; 
b periodic payments from a superannuation pension or annuity; 
b payment of an unauthorised benefit from a superannuation fund; 
b payments from a continuously non-complying superannuation fund, or certain 
funds which have been non-complying from 1 July 1995; 
b payments made by way of an advance or a loan; 

b payments made under a legally enforceable contract in restraint of trade; and 
b compensation payments for personal injury. 


Components of an ETP 


ETPs comprise one or more of the following components: 
a concessional component; 

□ post-June 1994 invalidity component; 
b non-qualifying component; 

□ excessive component; 

m CGT exempt component; 

b undeducted contributions component (including spouse contributions); 
a pre-July 83 component; 
a post-June 83 component: 
o taxed element, and 
b untaxed element. 

An ETP will not usually contain all of these components. Each of these components is 
discussed below, some with examples. 


Concessional component (CC) 

Only ETPs made prior to 1 July 1994 can have a concessional component. If they were 
rolled over (for example, into an ADF), they retain their status as concessional 
components when they are withdrawn in a cash lump sum. 
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The concessional component comprises the following payments made or rolled over 
before 1 July 1994: 

■ bona fide redundancy payments (s. 27F); 

■ approved early retirement scheme payments (s. 27E); and 

■ invalidity payments (s. 27G). 


Post-June 1994 invalidity component (1C) 

A post-June 1994 invalidity component is a tax-free amount paid on termination of 
employment due to permanent invalidity which represents notional future service. 

This recognises that superannuation funds usually pay out a larger benefit because of 
invalidity. Notional future service is the part of the ETP paid for the period between 
the time of actual retirement and the time the person would normally have retired. 

A post-June 1994 invalidity component amount is: 
n included in the definition of an ETP; 

□ exempt from tax; 

■ not included in the reasonable benefit limit (RBL); 

□ able to be rolled over; and 

b treated as an undeducted contribution in a rollover fund. 

For the future service component to be classified as an invalidity payment, the 
recipient's disability must be verified by two legally qualified medical practitioners as a 
disability that is likely to result in the recipient being unable ever to be employed in a 
capacity in keeping with his or her education, training or experience (s. 27G(b)(i)(B)). 

Calculation of the post-June 1994 invalidity component is made on a time-apportioned 
basis to compensate for the shortened period of service. The period by which employment' 
is shortened is added to the actual period of service. This has the effect of expanding the 
service period to the normal retirement date. 

Section 27G(b)(ii) prescribes the following formula to calculate the post-June 1994 
invalidity component: 

AxB 

C 

where: 

A is the amount of the ETP; 

B is the number of whole days from the actual termination date to normal last 
retirement date; and 

C is the number of days in the eligible service period of the ETP (discussed later), plus 
the number of days in B. 

Example 6.1 

An employee who commenced work on 1 January 1984 has an earliest normal retirement date of 
1 January 2005, but due to the occurrence of a disability that prevented them from being employed in 
the same capacity, retired on 1 Januaiy 2004. If the taxpayer receives an ETP of $10 000, then: 

A = $10 000 

B = 1 January 2004 to 1 January 2005 = 366 days 
C = 1 January 1984 to 1 January 2005 = 7671 days 

and the post-June 1994 invalidity component is calculated as: 

$10000 x 366 dayS = $477 
7671 days 
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$477 is the post-June 1994 invalidity component part of the ETP which is exempt from tax. 

The remaining $9523 of the ETP counts towards the person's RBL, and calculation of the remaining 
components will be required. Where there is pre-July 1983 service, the pre-July 1983 and the post- 
June 1983 components are apportioned to the date the recipient left employment due to invalidity. 

Invalidity payments made before 1 July 1994 formed part of the concessional component of an ETP 


Non-qualifying component (NQ) 

The non-qualifying component of an ETP is rarely encountered, but can occur when: 
■ a deferred annuity was purchased before 13 January 1987; or 
□ an immediate annuity was purchased before 10 December 1987 with a mix of: 

■ rolled-over ETP amounts and non-ETP capital, or 

■ all non-ETP capital; 

and later an immediate annuity is commuted into a lump sum. 


Excessive component (EC) 

The excessive component is that part of an ETP which is in excess of the recipient's 
applicable reasonable benefit limit (RBL). 

An RBL is the maximum amount of concessionally taxed ETPs which each taxpayer 
can receive over a lifetime. Any excess is treated as an excessive component. 

Certain amounts, including undeducted contributions, do not count towards a 
taxpayer's RBL. RBLs are discussed in more detail later in this module. 

Any excessive component is deducted from an ETP before it is apportioned between 
the pre-July 83 and post-June 83 component. If the ATO does not make an RBL 
determination in relation to an ETP, the whole of the pre-July 83 and post-June 83 
component will be deemed as an excessive component. 


CGT exempt component (CGT) 

The CGT exempt component is made up of capital gains arising on sale of active assets 
of a business that are elected to fund retirement. It has a $500 000 lifetime limit and is 
taken to be an ETP. This component is included in a taxpayer's RBL determination. 


Undeducted contributions component (UCs) 

Undeducted contributions are generally personal superannuation contributions paid 
by the taxpayer to a superannuation fund after 30 June 1983, and for which tax 
deductions have not been claimed or are not allowable. Importantly, employer 
contributions cannot be undeducted contributions, even if the employer does not, 
or cannot, claim a tax deduction. 

Even when a taxpayer is entitled to claim a tax deduction for personal superannuation 
contributions under s. 82AAT, the contributions will not be an allowable tax deduction 
if the member has not given the trustee a s. 82AAT(1A) notice stating a deduction will 
be claimed for those contributions. 


Undeducted contributions do not count towards a person's RBL. 
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Example 6.2 

Mary wishes to have her superannuation contributions treated as undeducted contributions to a 
superannuation fund. She is entitled to a tax deduction as a self-employed person, but her taxable 
income is below the tax-free threshold. 

To ensure her contributions are treated as undeducted contributions, she must not fulfil all the 
conditions for tax deductibility contained in s. 82AAT(1 A). This can be achieved if she does not give 
notice to the trustee of the fund that she intends to claim the contribution as a tax deduction. 


Undeducted contributions and unused undeducted purchase price 

Undeducted contributions must not be confused with an unused undeducted purchase 
price. The definition of an ETP includes an unused undeducted purchase price of an 
income stream that is: 

■ the commutation or residual capital value of a superannuation pension or 
qualifying annuity; or 

■ a capital payment after death for which an election was available to receive a 
superannuation pension or annuity. 

The unused undeducted purchase price (UUPP)—generally the remaining part of the 
purchase price not yet used to calculate the tax-free part of the pension or annuity—is 
within the s. 27A(1) definition of undeducted contributions on commutation of that 
pension, annuity or capital payment after death. 


Spouse contributions 

Spouse contributions arise from contributions made by a person to obtain 
superannuation benefits for his or her spouse, who can be a low income or non- 
working spouse. Whilst they cannot be claimed as a tax deduction, a rebate can be 
claimed if the assessable income, plus the reportable fringe benefits amount, of the 
spouse is less than $13 800. The maximum rebate in a year of income is $540, based 
on 18 per cent of maximum rebatable contributions of $3000. The contributions 
are treated as preserved undeducted contributions and do not count towards a 
person's RBL. 


Pre-July 83 component 

The reason for the existence of the pre-July 83 component is that before 1 July 1983, 
only 5 per cent of any termination payment had to be included in a person's 
assessable income. When part of an ETP relates to employment service before 1 July 
1983, the pre-July 83 rule (which was contained in the former s. 26(d)) continues and 
only 5 per cent of that part of the payment is taxed at the individual's marginal rate. 


Post-June 83 component 

The post-June 83 component is determined after the calculation of all the other 
components; it is the balance that makes up the ETP amount. The law was changed 
from 1 July 1983 to make some termination payments which accrued from that date 
fully taxable (subject to rebates which limit tax payable to certain maximum rates). 
This part of the ETPs are called the post-June 83 component and can either have a 
taxed element or an untaxed element. 
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Taxed element 

The taxed element of a post-June 83 component is a payment (excluding pensions 
or unauthorised benefits) made from a taxed source—that is, usually a complying 
superannuation or rollover fund which is taxed at 15 per cent on its taxable income. 


Untaxed element 

The untaxed element of the post-June 83 component is a payment which is not from a 
taxed source. The most common examples are payments known as 'employer payment 
ETPs', such as 'golden handshakes'. Some government superannuation funds are not 
taxed, and have an untaxed element. 

The untaxed element also includes payments from a superannuation fund where: 

■ that fund's earnings have not been taxed under the superannuation fund taxing 
rules—this may occur with an unfunded government superannuation fund; and 

■ employer contributions are made to a taxed superannuation fund, with a s. 274(7) 
election that contributions are not taxable. 

Note that if the recipient has service prior to July 1983, these payments are 
apportioned according to the person's eligible service period and split between the: 

■ pre-July 83 component (if any); and 

■ post-June 83 untaxed element. 


Pre-July 83 and post-June 83 components 

When there is a pre-July 83 component, lump sum withdrawals from superannuation 
funds and rollover vehicles must contain a proportionate mix of the pre-July 83 and 
post-June 83 entitlements. This restriction does not apply to other components. 


Eligible service period 


Eligible service period (ESP) is defined in s. 27A(1) of the ITAA 1936. Depending on 
the type of ETP received, it is the number of whole days of employment or fund 
membership, or a combination of both. The calculation of the ESP will vary, depending 
on the type of ETP received. Following are different examples of calculations. 


ETPs on termination of employment 

Unless evidence shows the payment was made for a different period of employment 
(Taxation Ruling IT 2168), the ESP for employer payments is the total period of the: 
s most recent continuous employment; or 

■ aggregate of periods of employment, to which the payment relates, including: 

■ service with related employers, or 

■ service with employers taken over by the employer or related employer. 

Aggregate (periods of employment) does not refer to a definite break in service, rather it 
deals with breaks in service, such as unpaid sick leave, for which the ESP excludes the 
break in service but takes the periods before and after the break of service into account. 

For seasonal workers, the ESP is usually the period of that season's work (Taxation 
Ruling IT 2168, para. 9). 

For casual or part-time workers, the ESP is the number of days in the period of 
employment to which the payment relates, regardless of the number of days or hours 
actually worked (Taxation Ruling IT 2168, para. 8). 
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Example 6.3 

Freda was employed part-time for 15 hours per week for five years. Her ESP is five years, regardless 
of whether she spreads the 15 hours over five days or a lesser number of days each week. 


Question 6.1 

Mary's service commenced on 1 July 1992 and ended on 30 June 2004. She took unpaid 
sick leave from 1 July 1996 to 31 December 1996. She then worked 20 hours per week 
until she retired from her employment on 30 June 2004. 

Calculate Mary's ESP for employer payment purposes. Is this calculation necessary? 
Explain your reasoning. 


ETPs from an employer-sponsored superannuation fund 

In this case the ESP is a combination of: 

□ the total period of employment; 

■ the period of fund membership to which the payment relates; and 

■ any ESP rolled over into the fund. 

The ESP in relation to the ETP ends on either the date employment ends or the date 
superannuation fund membership ends, whichever is the later date. This usually 
coincides with the date of payment, but when: 

■ payment is deferred significantly beyond the termination of employment; and 

■ the benefits continue to accrue beyond a period that reasonably allows the fund to 
calculate the employee's benefit entitlement, 

the period to the date of payment is treated as a period of fund membership, even if 
fund rules may not regard the employee as a member (Taxation Ruling IT 2168). 

On commutation of a superannuation pension, the ESP also includes the period that 
the pension was payable. 


Example 6.4 

George commenced employment with his employer on 1 July 1980. He joined a superannuation fund 
sponsored by his employer on 1 July 1986. He retired on 30 March 2004 and was paid an ETP from 
the employer-sponsored superannuation fund on 30 June 2004. 

His relevant service period is 8400 days, made up of a combination of his period of employment and 
fund membership, being in total from 1 July 1980 to 30 June 2004 and comprising: 

■ 1095 pre-July 83 days; and 

■ 7671 post-June 83 days. 


ETPs from a fund that is not employer sponsored 

The ESP is the period of fund membership. Such funds include, for example, personal 
superannuation funds. 

On commutation of a superannuation pension, the ESP also includes the period 
during which the pension was payable. 
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Example 6.5 

Tony commenced employment with his employer on 1 July 1980. On 1 July 1986 he joined a personal 
superannuation fund which was not sponsored by his employer. He retired on 30 June 2004 and was 
paid an ETPfrom the personal superannuation fund. 

His relevant service period is 6575 days, being the period he was a member of the superannuation 
fund—his ESP is from 1 July 1986 to 30 June 2004, and comprises only post-June 83 days. 


ETPs from rollover funds 

The ESP includes the ESP of the rolled-over ETP, and the period the ETP has been in 
the fund. 


Example 6.6 

From Example 6.4, assume that George rolled over his ETP into an approved deposit fund until 30 June 2005. 
His ESP is now 9131 days, being the ESP of the rolled-over ETP (that is, 8766 days) plus the period the ETP 
has been in the fund (that is, 365 days), and is made up of. 

■ 1095 pre-July 83 days; and 
□ 8036 post-June 83 days. 

You can see from Example 6.6 that the number of pre-July 83 days remains constant, 
whilst the number of post-June 83 days increases as time passes. When you come to 
the 'Strategies' section later in this module you will learn a technique which increases 
the amount of the pre-July 83 component. 


Commutation of an annuity 

The ESP is the sum of the original ESP of the ETP used to purchase the annuity, plus 
the number of days which the annuity contract has been in force, including the 
deferred period (if any). 


Calculation of ETP components 


Where the ETP contains more than one type of ETP component, the retained amount 
(that is, the amount not rolled over) of each component needs to be separately 
identified. The retained amount of the different components is defined in s. 27AC. 
The retained amount of: 

■ a concessional component; 

■ a post-June 1994 invalidity component; 

□ a non-qualifying component; 

■ an excessive component; 

■ undeducted contributions; and 

□ a CGT exempt component; 
is the amount not rolled over. 

The retained amount of: 

■ a pre-July 83 component is the lesser of the two formulae in step 3 below; and 

■ a post-June 83 component is the remaining amount of the ETP after it has been 
reduced by all other components. 
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The pre-July 83 component and the post-June 83 component can be calculated using 
the following four steps: 

Step 1: calculate the eligible service period, then work out the pre-July 83 and 
post-June 83 periods in days. 

Remember to include an extra day in leap years. 

Step 2: identify the components other than the pre-July 83 and post-June 83 
components (if any). 

These components are: 

■ concessional component (CC); 

■ post-June 1994 invalidity component (IC); 

■ non-qualifying component (NQ); 

■ excessive component (EC); 

■ CGT exempt component (CGT); and 

■ undeducted contributions component (UC) (includes spouse contributions). 
Step 3: calculate the pre-July 83 component. 

The pre-July 83 component is the lesser amount of the two formulae in Figure 6.1. 


Figure 6.1 



* where the reduced retained amount of ETP = ETP - (retained amount of CC + 1C + NQ + EC + CGT) 

Step 4: Calculate the post-June 83 component. 

The post-June 83 component is simply what remains of the ETP after it has been 
reduced by all other components, including undeducted contributions, therefore: 

Post-June 83 component = ETP - All other components, including undeducted 

contributions 
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Example 6.7: Calculation of pre-July 83 and post-June 83 components 

Using the information from Example 6.4, George commenced employment with his employer on 1 July 1980. 
He joined a superannuation fund sponsored by his employer on 1 July 1986. He retired on 30 June 2004 and 
was paid an ETP from the superannuation fund as follows: 

Undeducted contributions $5 000 

Balance (to be split into pre-July 83 
and post-June 83 components) $20 000 

Total ETP $25 000 

He did not roll over any of his ETR 

Step 1: calculate the eligible service period, then work out the pre-July 83 and 
post-June 83 days. 

George's ESP was from 1 July 1980 to 30 June 2004 (8766 days) made up of: 

■ 1095 pre-July 83 days; and 

■ 7671 post-June 83 days. 

Step 2: identify the components other than the pre-July 83 and post-June 83 days (if any). 
Undeducted contributions are $5000. 

Step 3: calculate the pre-July 83 component 



Therefore, the pre-July 83 component = $3123 
Step 4: calculate the post-June 83 component 

ETP - Other components = $25 000 - $5000 - $3123 = $16 877 
Therefore, the post-June 83 component = $16 877 


Question 6.2 

Tom commenced employment on 1 July 1980. He joined a superannuation fund, which was 
not sponsored by his employer, on 1 July 1982. He retired on 30 June 2004 and was paid 


an ETP from the superannuation fund 

as follows: 

Undeducted contributions 

$3 000 

Post-June 1994 invalidity component 

$4 000 

Balance of ETP 

$13 000 

Total 

$20 000 

He did not roll over any of his ETR 


Calculate Tom’s: 


■ ESP; and 


■ pre-July 83 and post-June 83 components. 
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Personal taxation of cashed ETP components 


ETPs, other than tax-free components and amounts, are included in the recipient's 
assessable income, and personal tax is payable on the total of that income. Rebates 
then limit the tax payable to certain maximums on some of the components. The ETP 
items are included in the recipient's assessable income and is known as eligible 
assessable income. 

Personal taxation of the various components can be affected by: 

■ the age of the person; 

m the source of the payment—for example, taxed or untaxed; and 

■ whether part of the payment relates to employment service before, or on 
or after 1 July 1983. 

The Medicare levy is generally charged on taxable income. This includes 
components of ETPs which are included in assessable income, reduced by any 
allowable deductions. 

The exception is the part of the taxed element of the post-June 83 component 
within the low rate threshold of$117576in 2003/04 and indexed annually to average 
weekly ordinary time earnings (AWOTE) when paid to a taxpayer aged 55 or more. 

This element is included in the recipient's assessable income but, due to the rebate 
under ss. 159S-159SG, it effectively has a 0 per cent rate of tax. Section 251S(1A) says 
that no Medicare levy is payable when that rebate reduces the primary tax rate to 
0 per cent. 

Components of cashed ETPs are taxed as follows. 


Concessional component 

Under s. 27C(2), 5 per cent of the cashed concessional component is included in the 
recipient's assessable income and taxed at normal marginal rates (up to 47 per cent plus 
Medicare levy). The remaining 95 per cent is tax free. 


Post-June 1994 invalidity component 

There is no tax on the part of the ETP which represents the post-June 1994 invalidity 
component, that is, the part of the ETP which represents the notional future service 
(s. 27CB). The balance is taxed in the same way as an ordinary ETP to the date the 
recipient left employment due to invalidity—that is, the post-June 83 component is 
taxed as a taxed element, or as an untaxed element. 


Non-qualifying component 

The full amount of a non-qualifying component is included in the recipient's 
assessable income and taxed at the recipient's normal marginal rates plus the Medicare 
levy (s. 27B(2)). 

Excessive component 

The full amount of the excessive component is included in the recipient's assessable 
income and, regardless of the recipient's marginal tax rate, is taxed at the top marginal 
rate, being 47 per cent plus the Medicare levy (s. 27B(3)). 
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CGT exempt component 

The CGT exempt amount is tax free in the recipient's hands up to the recipient's 
reasonable benefit limit, and is excluded from the person's assessable income, provided 
that the recipient is age 55 or more. Where the recipient is less than 55 years the 
payment has to be rolled over. It is not included in taxable contributions when rolled 
over to a rollover fund; nor in surchargeable contributions for superannuation 
contributions surcharge purposes. 


Undeducted contributions component 

There is no tax on undeducted contributions. Spouse contributions are treated as 
undeducted contributions. 


Pre-July 83 component 

Under s. 27C(1) usually 5 per cent of the pre-July 83 component is included in the 
recipient's assessable income and taxed at the recipient's normal marginal rate of tax 
plus the Medicare levy. 

When the recipient's assessable income would have been a lesser amount than the 
5 per cent under this section, the Commissioner of Taxation can exercise a discretion 
under s. 27C(1A) to reduce the assessable amount—for example, lump sums received 
on commutation of pensions and annuities which were tax-free before July 1983. 

The Commissioner also has a discretion under s. 27AC(3) to increase the amount of 
the pre-July 83 component calculated using Formula 1 (from Figure 6.1): 

Pre-July 83 days 

Reduced retained amount of ETP x “ Tota i ggp days 

The Commissioner takes into account the following matters: 

b if the ETP relates to employment in which the taxpayer was engaged on 30 June 1983, 
the amount of an ETP that could, in the Commissioner's opinion, reasonably be 
expected to have been made in relation to the taxpayer in consequence of the 
termination of that employment if that employment had been terminated on that date; 

□ if the ETP relates to the membership of the taxpayer of a superannuation fund on 
30 June 1983, the amount of an ETP that could, in the Commissioner's opinion, 
reasonably be expected to have been made in relation to the taxpayer from the 
fund in consequence of the termination of the taxpayer's membership of the fund 
if that membership had been terminated on that date; 

□ any previous application of s. 27AC(3), the former s. 27B(2), or s. 27AA(2); and 

□ other matters the Commissioner considers relevant. 

The remaining component is the post-June 83 component. Before studying the 
post-June 83 component, Table 6.1 provides a summary of the taxation of the 
components you have studied so far. 
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Table 6.1 

Summary of tax on ETPs withdrawn/not rolled over 


Component 

Amount included in 
assessable income 

Tax rate 

Concessional 

5% 

Recipient's marginal tax rate’ 

Post-June 1994 invalidity 

None 

n.a. 

Non-qualifying 

100% 

Recipient's marginal tax rate 1 

Excessive 

100% 

Top marginal tax rate 1 

Undeducted contributions 2 

None 

n.a. 

Pre-July 83 

5% 

Recipient's marginal tax rate 1 

Post-June 83 

100% 

0%—30% 4 

CGT exempt 3 

None 

n.a. 


1 plus Medicare levy 

2 includes spouse contributions 

3 if age 55 or more and within the recipient's RBL 

4 The taxation of the post-June 83 component is summarised in Table 6.3. 


Post-June 83 component 

The rate of tax payable on the post-June 83 component of an ETP depends on: 

■ the source of the payment; and 

■ the date the recipient joined a fund, whether that fund has been taxed, and the 
age of the recipient at the time of the payment. 

The full amount is included in the recipient's assessable income under s. 27B(1). 

The amount is then subject to a rebate under ss. 159S to 159SG. Where the rate of tax 
is less than the maximum, the actual rate will apply. 

The post-June 83 component(s) has a low tax rate threshold of $117 576 in 2003/04 
which is indexed annually (see Table 6.2) for taxpayers who receive an age 55 ETP 
(that is, an ETP at age 55 or more). The low tax threshold is available once in a 
person's lifetime, but any unused balance, including the indexation of the component 
(called the residual amount), can be carried forward and can be used when subsequent 
lump sum cash ETPs are withdrawn. The residual amount is calculated as follows: 

Residual amount = s. 159SG upper limit for the income year less any post-June 83 

amounts received at age 55 or more which have been included in 
the taxpayer's income 

The notional balance available to be taxed at the lower rate each year is calculated as: 

Notional balance = previous year residual amount closing balance plus increase in the 
current year upper limit 

The recipient's age is determined at the date of the payment. The upper limit amounts 
of the low tax rate threshold (which commenced in 1983/84) contained in s. 159SG of 
the ITAA 1936 are summarised in Table 6.2. 

In TD 2001/15 released 20 June 2001, it was indicated that an error had occurred in 
the calculation of the threshold limit for the 1995 income year. That error was 
compounded in calculating the thresholds for later years. Table 6.2 provides the 
corrected ETP thresholds. 
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Table 6.2 


Upper limit of low tax threshold 

Income year Upper limit ($) 

Income year 

Upper limit ($) 

1983/84 

50 000 

1994/95 

79 975 

1984/85 

50 000 

1995/96 

83 574 

1985/86 

55 000 

1996/97 

86 917 

1986/87 

55 000 

1997/98 

90 916 

1987/88 

55 000 

1998/99 

94189 

1988/89 

60 000 

1999/2000 

97109 

1989/90 

64 500 

2000/01 

101 188 

1990/91 

68 628 

2001/02 

105 843 

1991/92 

73 776 

2002/03 

112 405 

1992/93 

76 949 

2003/04 

117 576 

1993/94 

77 796 





Example 6.8 



A taxpayer, born on 1 July 1936, has the following post-June 83 ETP components withdrawn: 


Year ended 

30 June 

Post-June 83 ETP 
component withdrawn 

1990 

10 000 

1993 

16 949 

1994 

70 000 

1996 

5 000 

1997 

0 

1998 

0 

1999 

4000 

2000 

1000 

2001 

7000 

2002 

0 

2003 

2000 

2004 

3000 


The residual amounts at year end are calculated: 


Notional balance ($) 
(previous year 


Year 

Upper limit ($) 
(low tax rate 
threshold) 

residual amount plus 
increase in current 
year upper limit) 

ETP withdrawn ($) 
(post-June 83 
components) 

Residual amount ($) 
(at year end) 

1989/90 

64 500 

64 500 

10 000 

64 500' 

1992/93 

76 949 

76 949 

16 949 

60 000 

1993/94 

77 796 

60 847 

70 000 2 

0 

1994/95 

79 975 

2179 3 

0 

2179 

1995/96 

83 574 

5 778 

5 000 

778 

1996/97 

86 917 

4121 

0 

4121 

1997/98 

90 916 

8120 

0 

8120 

1998/99 

94189 

11 393 

4 000 

7 393 

1999/2000 

97109 

10313 

1 000 

9313 

2000/01 

101 188 

13 392 

7 000 

6 392 

2001/02 

105 843 

11 047 

0 

11 047 

2002/03 

112 405 

17 609 

2 000 

15 609 

2003/04 

117 576 

20 780 

3000 

17 780 


1 Taxpayer under age 55. so residual amount not reduced. 

2 ETP withdrawn is greater than residual amount, so the low tax threshold is $60 847—that is. limited to $60 000 (the closing balance in 
the previous year) plus $847 (the difference between $77 796 and $76 949). The excess of $9153 is taxed at 15% plus Medicare levy. 

3 The low tax rate threshold is $2179—that is, the difference between $79 975 and $77 796 (there was no closing balance in the 
previous year). 
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Entitlement to a rebate and order applied 

A taxpayer is entitled to a rebate which limits the tax payable on a taxed or untaxed 
element of a post-June 83 component of an ETP (called eligible assessable income for 
rebate purposes). The amount of that rebate is the difference between the tax payable 
by the taxpayer and the maximum tax payable on the various post-June 83 
components of the ETP. 

Eligible assessable income is included in a person's taxable income in the order which 
results in the highest rebate under s. 159S being treated as the top slice of income—that is, 
the order of inclusion as prescribed in s. 159SA (Table 1) as shown in Table 6.3. 


Table 6.3 

Order of inclusion of eligible assessable income (i.e. a post-June 83 component of an ETP) in 
a person's taxable income 

Order of Table 1 of 


inclusion 

Class of eligible assessable income 

Tax rate 

s. 159SA 

1 

Age 55 ETP taxed element, lower rate part 

0%* 

Item 2 

2 

Age 55 ETP taxed element, remaining part 

15% 2 

Item 3 


Age 55 ETP untaxed element, lower rate part 

15% 2 

Item 5 


Death benefit ETP taxed element 

15% 2 

Item 7 

3 

Non-age 55 ETP taxed element 

20% 2 

Item 1 

4 

Age 55 ETP untaxed element, remaining part 

30% 2 

Item 6 


Non-age 55 ETP untaxed element 

30% 2 

Item 4 


Death benefit ETP untaxed element 

30% 2 

Item 8 


Other eligible assessable income 3 

30% 2 

Item 9 


1 No Medicare levy is payable where that rebate reduces the primary tax rate to 0 per cent. 

2 Plus Medicare levy 

3 Includes: 

d lump sum annual leave under s. 27AC which accrued in respect of service prior to 18 August 1993, bona fide 
redundancy, approved early retirement or invalidity amounts after 17 August 1993; or 
■ lump sum long service leave under s. 27AD(2), (3) and (4) which accrued in respect of bona fide redundancy, 

approved early retirement, or invalidity amounts or, if none, the amount relating to the service period prior to 
18 August 1993, to the extent that it exceeds the post-17 August 1993 amount (if any). 

Death benefits ETPs are discussed in a separate section later in this module. 


Question 6.3 

Mario, aged 50, received the following cash ETPs on termination of employment: 


Pre-July 83 component $2 000 

Post-June 83 component, taxed element $7 000 

Post-June 83 component, untaxed element $1 000 

Undeducted contributions $3 000 


Calculate the maximum tax that Mario will have to pay on his ETP, excluding the Medicare 
levy. (Assume that Mario is on the top marginal rate of tax.) 


Question 6.4 

John commenced employment with his employer on 1 July 1880. On 1 July 1986, he joined 
a superannuation fund which was sponsored by his employer. He retired due to invalidity, 
certified by two doctors, on 30 June 1998 and was paid an ETP of $20 000 from the employer's 
superannuation fund. This is the only ETP he has received in his lifetime. There were no 
undeducted contributions. His latest retirement date, at age 65, would have been 31 July 2003. 

Calculate the post-June 1994 invalidity component, the remaining components, and the tax 
on the ETP. 
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An ETP from an employer but not from a superannuation entity may be subject to 
termination payments surcharge (Module 4), as well as ETP lump sum tax. 


Deferral of tax on rollover 

If the ETP is rolled over into a complying rollover fund, or retained in a complying 
superannuation fund, the tax liability on the ETP is deferred until the ETP is paid out 
in a taxable form—that is, as a lump sum or pension. An exception to this would be if 
there is any untaxed post-June 83 component. This element is included in the taxable 
income of the complying fund and may therefore be taxed in the hands of the fund at 
up to 15 per cent. 


Redundancy and early retirement payments 


Payments by employers to employees who are made redundant or retrenched, whether 
voluntary or involuntarily, may qualify as a bona fide redundancy or approved early 
retirement scheme. Payments made when there is a bona fide redundancy or an 
approved early retirement scheme have their own taxing rules. This includes annual 
leave and long service leave, which are discussed under 'Payments other than ETPs' 
later in this module. 


The meaning of bona fide redundancy 

Redundancy occurs when an employer no longer requires employees to carry out a 
particular kind of work. It is the employer who initiates the involuntary termination, 
not the employee. It is the job which becomes redundant, not an employee. 

This occurs when: 

o an employer definitely decides the job of an employee is no longer to be done by 
anyone (replacement by another employee with similar skills indicates the 
employee's dismissal was not a bona fide redundancy); 

□ the decision is not due to general turnover of labour; 

a the decision resulted in the termination of the employee; and 
a the termination is not due to any issue specifically relating to the employee, 
including personal or disciplinary reasons. 

Dismissal includes constructive dismissal if an employee has little choice but to 
resign, such as if a package is offered and a refusal is likely to result in a job which is 
inconsistent with the employee's qualifications and experience, a reduction in pay, or 
dismissal without the benefits of a package. 

This can be illustrated in case 12/98 ATC 183, where an employee with 40 years service 
received a payment under a 'voluntary staff separation program'. The ATO claimed 
that the employee was not made redundant as the program was for employees who 
could not cope with change, not because the position was redundant. It was found 
that the taxpayer was effectively forced into retirement and the payment was a 
bona fide redundancy payment. 

Generally, a bona fide redundancy is evidenced by the dismissal of similar employees 
in similar occupational groups. 

Both voluntary and involuntary payments made to redundant and retrenched 
employees usually qualify, including: 

□ payments in lieu of notice; 

b severance payments based on the period of service; and 
b lump sum gratuitous payments. 
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The meaning of approved early retirement scheme 

Section 27E requires three conditions to be satisfied for a scheme to be an early 
retirement scheme. These are: 

■ the scheme must be offered to: 
d all employees, 

d all employees of a particular age and/or a particular occupational skill, or 
a all employees in a special class approved by the ATO; 

■ the scheme must be due to rationalisation or re-organisation of the employer's 
operations—acceptable objectives of the scheme are: 

■ replacement of employees with particular skills with those with different skills, 
d replacement of employees who are at least aged 55, who have reached a 

particular age, or particular ages, with younger employees, 

□ cessation or reduction in output of whole or part of the employer's operations, 

■ introduction of new technology, processes or systems or productivity increases, or 

□ any other change approved by the ATO; 

■ the ATO must approve the scheme prior to its implementation, or exercise its 
discretion to overlook compliance with any of these conditions if special 
circumstances exist, such as that the employer did not realise that the income tax 
treatment of payments made under the scheme could be affected. 


Special conditions 

Section 27F and Taxation Ruling TR 94/12 outline the special conditions which need 
to be satisfied for a payment to be a bona fide redundancy or approved early 
retirement scheme payment. These are: 

■ the termination must be due to redundancy or early retirement; 

■ there must be a payment due to the termination or dismissal, which is additional 
to the ETP the person could reasonably have expected to receive on voluntary 
resignation on that day; 

■ the' time of the termination must be earlier than: 

■ the time the employment is required to be terminated because the taxpayer 
reached a designated age or completed a particular period of service, and 

■ the day the employee reaches age 65; 

■ if the parties are not dealing at arm's length with each other, the payment must 
not exceed an arm's-length amount; and 

■ there must be no arrangement at the time of termination for the employer, or 
another person, to re-employ that person. 


Exclusion of payments from a complying superannuation fund 

Sections 27E(5) and 27F(2) exclude payments made from a complying superannuation 
fund from being an early retirement scheme or bona fide redundancy payment. 
Therefore, regardless of whether a payment made from a superannuation fund is 
described as an early retirement scheme or bona fide redundancy payment, it is 
taxed in accordance with ETP rules. 

Uuestion 6.5 

Edwina works as an accountant for Peasy Pty Ltd. Peasy Pty Ltd decides to replace 
Edwina's services with the services of a public accounting practice and as a consequence 
offers Edwina a job as a clerk with a reduced salary. Edwina decides to resign because 
she considers the job as a clerk is not commensurate with her qualifications and 
experience and objects to the cut in salary. 

Advise Edwina whether any payments she receives on termination of employment will 
qualify as bona fide redundancy payments. 
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Question 6.6 

Narry Pty Ltd needs to reduce its staff numbers because of a reduction in the size of its 
operations. It offers a redundancy package to all employees, and prior to implementation, 
seeks ATO approval of the scheme. 

Advise Narry Pty Ltd whether the scheme will satisfy the conditions as set out in s. 27E. 


Payments 

The tax-free amount 

Bona fide redundancy and approved early retirement payments of up to $5882 plus 
52941 in 2003/04 (indexed annually) for each completed full year of service in the 
period or aggregate periods of employment are tax free (ss. 27A(19) to (21)). 

The tax-free amount: 

■ cannot be rolled over (however, the former employee may pay the tax-free amount 
into a superannuation fund as an undeducted contribution. In the case of being made 
redundant or there being an early retirement scheme, this must occur within two 
years of being gainfully employed for at least 10 hours in a week and whilst the 
former employee is under age 65 (SIS reg. 7.04)); 

■ is not classified as an ETP; 

■ cannot be paid from a superannuation fund or in lieu of superannuation; and 
b does not count towards the RBL. 

Payments over the tax-free amount 

Any amount remaining is apportioned according to the person's eligible service period 
and is split between: 

n the pre-July 83 component—that is, 5 per cent taxable at up to 47 per cent plus 
Medicare levy; and 

m the post-June 83 untaxed element—that is, all taxable to a maximum of 30 per cent 
plus Medicare levy. 

If rolled over the untaxed portion will attract tax at up to 15 per cent in the 
complying superannuation fund. 


Example 6.9 

Joan, aged 53, receives a bona fide redundancy payment of $40 000 in June 2004 after completing 
10 whole years of service with her employer. 

The tax-free amount is: 

$5882 + (10 x $2941) = $35 292 

This amount is not an ETP and cannot be rolled over. 

The balance of $4708 is all an untaxed element of the post-June 83 component and, unless rolled 
over, is taxed at a maximum of 30 per cent plus Medicare levy. 
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Redundancy trusts 

Taxation Ruling TR 95/22 discusses payments from a redundancy trust to provide a 
cash payment to a building worker whose job is being made redundant. Whilst such 
payments are ETPs, they cannot be treated as bona fide redundancy payments unless 
the ATO, after examination of the trust agreement, confirms that the circumstances 
warrant it. 


Capital gains exemption for tax-free portions 

The tax-exempt portions of a bona fide redundancy payment and approved early 
retirement scheme payment (and also a post-June 1994 invalidity payment and CGT 
exempt component), are excluded from the recipient's assessable income, and are 
ignored in working out whether a capital gain accrues in respect of the making of the 
ETP to a person under the capital gains provisions (s. 27CB). 


PAYG obligations 

Tax instalments do not need to be deducted from all components of an ETP by the 
payer. Table 6.4 shows how much tax must be deducted from each component. 


Table 6.4 

PAYG tax instalment deductions for ETP components: 2002/03 prescribed amounts 

Tax instalment 

Component of ETP deductions, resident 1 


Undeducted contributions 

Nil 

CGT exempt component 

Nil 

Concessional component 

Nil 

Pre-July 83, TFN quoted 

Nil 

Post-June 83 taxed element, TFN quoted 


Non-age 55 ETP 

21.5% 

Age 55 ETP —$0 to low tax rate threshold 

Nil 

—over low tax rate threshold 

16.5% 

Post-June 83 untaxed element, TFN quoted 


Non-age 55 ETP 

31.5% 

Age 55 ETP —$0 to low tax rate threshold 

16.5% 

—Over low tax rate threshold 

31.5% 

Excessive component 

Treat as if ETP has 


no excessive amount 


No TFN quoted: 

On pre-July 83 and post-June 83 components 48.5% 


1 No Medicare levy is payable by non-residents, so the deduction rate should be reduced accordingly. 

PAYG tax instalment deductions must normally be withheld from the post-June 83 
component of an ETP, whether the ETP is made by an employer or a superannuation fund. 

Reading 6,1 'How to keep a golden handshake'illustrates the taxing on different componemts of the 
ETP. Read this now. 
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Death benefit ETPs 


ETPs paid after the death of a person are called death benefit ETPs. A death benefit ETP 
cannot be rolled over. 

A death benefit ETP includes any ETP paid: 

b directly to a beneficiary, or to the trustee of the estate, of a deceased person 
who was: 
a an employee; 

a a superannuation fund member, or ex-member; 

B a depositor; or 
o an annuity contract holder. 

■ to a person receiving a reversionary superannuation pension or qualifying annuity 
as a result of another person's death, where part or all of that pension or annuity 
is commuted to a lump sum within six months of that person's death, or within 
three months of the grant of probate or letters of administration. A strategy exists 
whereby that commutation results in a death benefit ETP being made to a 
dependant because the amount up to the deceased's RBL is tax free. 

All ETP death benefits are assessed against the deceased's pension RBL, $1 176 106 in 
2003/04 (indexed annually to AWOTE), and 47 per cent tax plus Medicare 
levy is payable on any excessive component. Lump sum death benefits from a 
superannuation pension or annuity are given similar tax treatment to death benefit 
ETPs, but because they have already been counted, they are not to be counted again 
to determine the deceased's RBL entitlement. 

Note that unused annual leave, leave loading and long service leave entitlements 
are not death benefit ETPs when paid after the death of an employee but are tax free 
under s. 101 A. 


Taxation of a death benefit ETP 

The general rule is that a payment that would have been an eligible termination 
payment (ETP) to an employee whilst alive is called a death benefit ETP under 
s. 27AAA when paid as a result of that employee's death. 

The rate of tax on the post-June 83 component of a death benefit ETP is not affected 
by the age of the recipient (or that of the deceased). Any part of a death benefit ETP 
which exceeds the deceased's pension RBL is taxed at 47 per cent plus the Medicare 
levy. Up to the deceased's pension RBL, when a death benefit ETP is paid to: 

■ a dependent beneficiary, it is tax free. Section 27A(1) defines a dependant of a 
person to include a spouse (including a de facto spouse), former spouse, any child 
under age 18 years, or any other person (such as a child over age 18) who is 
financially dependent on that person for the purposes of s. 27AAA. (Note that the 
payer is not required to provide an ETP Payment Summary if the death benefit 
ETP is paid to a dependant.) 

m a non-dependent beneficiary, every dollar of the post-June 83 component is 
taxable. Other components are taxed in the same way as normal ETPs. 

■ the trustee of the deceased's estate, it is taxable as a normal ETP, except every 
dollar of the post-June 83 component is taxable if payable to non-dependants 

(s. 27AAA(3)). A death benefit ETP is not taxable if the ATO considers a dependant 
will receive the amount. 
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The post-June 83 component of a death benefit ETP is taxed as follows: 

■ at a maximum of 15 per cent if paid as a taxed element from a taxed source 
(i.e. from a taxed superannuation fund or approved deposit fund, excluding an 
untaxed element); or 

■ 30 per cent if paid as an untaxed element (that is, not from a taxed source or an 
untaxed element paid from a taxed source); 

plus Medicare levy if the death benefit ETP is paid to a resident. 


Table 6.5 

Summary of tax payable on death benefit ETPs 


Taxed element — 

Post-June 83 component paid maximum tax payable 1 

Death benefits if paid to a dependant 0% to deceased's pension RBL, 

then 48.5% 

Death benefits if paid to a non-dependant 16.5% to deceased's pension 

RBL, then 48.5% 


Untaxed element- 
maximum tax payable 1 

0% to deceased's pension RBL, 
then 48.5% 

31.5% to deceased's pension 
RBL, then 48.5% 


1 No Medicare levy is payable by non-residents, so the deduction rate should be reduced accordingly. 
These rates ignore the additional 1% Medicare surcharge which may apply. 


A death benefit paid to a non-dependant does not have a low-rate threshold of$117576 
in 2003/04. This being so, a person aged 55 or more without dependants and who is 
getting his or her affairs in order because of terminal illness should be advised to 
withdraw the low-rate threshold of the post-June 83 component. 


Example 6.10 

Joe is 58 years old and has a terminal illness. He does not have any dependants, and has left his 
estate to his two independent adult children. He has a rollover fund which comprises an $80 000 
taxed element of a post-June 83 component. 

If he withdraws the $80 000 prior to his death, it will be tax-free to him if he has not previously used 
his low-tax threshold. This amount will then form part of the capital of his estate and pass to his 
children tax-free on his death. 

If he does not withdraw it and he dies, because his children are not categorised as his dependants 
they will incur a tax liability of: 

$80 000 x 16.5% including Medicare levy = $13 200 tax payable. 


Trustee's PAYG obligations 

In the estate of the deceased, the payment is treated as income to which no 
beneficiary is presently entitled, but is exempt from tax if the ATO accepts that it will 
be paid to a dependant of the deceased. If it is paid directly to a non-dependant, the 
trustee of the superannuation fund or executor of the deceased estate is required to 
deduct tax at the rates shown in Table 6.6. 
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Table 6.6 __ 

PAYG instalment deductions for death benefit ETP components in 2002/03 


Component of death benefit ETP 

Undeducted contributions 

CGT exempt component 

Concessional component 

Pre-July 83, TFN quoted 

Post-June 83 taxed element, TFN quoted 

Post-June 83 untaxed element, TFN quoted 

Excessive component 

Non-qualifying component 

Pre-July 83 and post-June 83, TFN not quoted 


Tax instalment deductions if benefit 
paid to non-dependant resident 1 


Nil 2 

Nil 2 

16.5% of total taxed element 
31.5% of total taxed element 
48.5% 
Nil 
48.5% 


1 No Medicare levy is payable by non-residents, so the deduction rate should be reduced accordingly. 

2 But the non-dependant will be taxed on 5 per cent of the amount at their marginal tax rate. 


Calculating the components for death benefit ETPs 

The components of a death benefit ETP are calculated as follows if there is a pre-July 
component: 

„ T i oo 4 . cm Pre-July 83 days in ESP 

Pre-July 83 component = ETP x --— -- 

3 Days in ESP 

Post-June 83 component (taxed and/or untaxed element) = ETP - Pre-July 83 component 


Procedures for payment of ETPs 


When ETPs are paid or rolled over, employers and superannuation providers are 
required to issue an 'ETP Pre-payment Statement' and an 'ETP Payment Summary'. 

Copies of model statements and forms are included as Reading 6.2 and are obtainable from the 
ATO's website <http://www.ato.gov.au/super> (accessed May 2004). 


Pre-payment stage 

Regulations require payers of ETPs to give payees an ETP Pre-payment Statement, 
unless an exemption applies. This statement gives the employee (or member) an 
opportunity to seek financial advice and to address any errors before payments are 
made, such as an incorrect commencement date of the eligible service period. 

There are no record-keeping requirements for pre-payment information. However, both 
the payer and payee must keep a record of payment instruction for five years from the 
date of giving instructions to the payer. 

Employer ETPs 

Where there is a gross employer ETP of $5000 or less, the employee can give the 
employer roll over or cash payment instructions, and the employer must follow those 
payment instructions. 
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Where there is a gross employer ETP of more than $5000, the employer must give an 
ETP Pre-payment Statement to the employee before payment containing 'prescribed 
information' unless the employee has already given the employer payment 
instructions and authority to make the payment. 

ETPs from superannuation providers 

Before making an ETP, a superannuation provider must give an ETP Pre-payment 
Statement to the member (or beneficiary) (or his or her agent), containing 'prescribed 
information', unless an exemption applies. 


Prescribed information 

The prescribed minimum information the employer or superannuation payer needs to 
give to the recipient on the pre-payment statement is: 

■ the payer's name, business address and contact telephone number; 

■ the payee's (employee or beneficiary) name, date of birth, if known, and last 
known contact address; 

■ the payment to be made; 

■ the commencement date of, and the number of pre-July 1983 and post-June 1983 
days in the eligible service period; 

■ the date the ETP is calculated to; 

ea the amount, or notional amount of 
□ the ETP, 

■ each tax component included in the ETP, 

■ any preserved, restricted non-preserved, and unrestricted non-preserved 
amounts of the ETP, and 

■ what amounts can be taken in cash, and what amounts can, or must be 
rolled over; 

■ any 15 February 1990 roll-over balance included in the ETP; and 

■ the date of issue of the statement. 

The statement should request that sufficient payment instructions are provided to the 
payer within 30 days after issue, or an earlier date (if reasonable). 

An ETP Pre-Payment Statement is not a prescribed ATO form, but two model statements 
are available. One is for use by employers and the other for use by superannuation 
payers (see Reading 6.2). 


Exemptions from issuing an ETP Pre-Payment Statement 

An ETP Pre-Payment Statement does not have to be issued where: 
b the ETP is a death benefit ETP; 
b employer payments do not exceed $5000; 

a the ETP consists entirely of a CGT exempt component (this exemption does not 
apply to superannuation payers); 

b the employer or superannuation provider payer has received from the payee 
(or his or her agent), authority to make a payment (cash and/or roll-over) and 
sufficient instructions to make payments; or 
b the payer is a superannuation provider and is permitted to roll over the benefit 
(ETP) without the consent of the payee (e.g. to transfer a lost member's benefit to 
an Eligible Roll-over Fund). 
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Cash payment stage 

An ETP Payment Summary is used for all ETP cash payments and should be issued to 
the employee within 14 days of the payment. 


Rollover stage 

Where the ETP is to be rolled over a payer must issue an ETP Roll-over Statement 
within seven days to the rollover institution, giving sufficient information to the 
receiving fund. A copy of the ETP Roll-over Statement should be given to the 
employee or member within 30 days. 

A superannuation payer may need to provide information to the receiving fund about 
surchargeable contributions included in the rollover payment. 


Prescribed minimum information 

The prescribed minimum information which must be given in an ETP Roll-over 
Statement is: 

a the payer's name, business address and contact telephone number; 
a the payee's (employee or beneficiary) name, date of birth, if known, and last 
known contract address; 

a the payee's tax file number, where required or permitted; 
a if requested by the payee, the name, address and telephone number of the 
payee's agent; 

a the name and address of the rollover fund receiving the payment; 
a SFN or ABN of the destination provider; 

a the commencement date of and the number of pre-July 1983 and post-June days 
in the eligible service period; 
a the amount of: 

b the rollover payment made to the rollover fund, 

■ each component of the rollover payment except that a pre-July 1983 
component and the taxed element of a post-June 1983 component may be 
shown as one amount. 

b any preserved, restricted non-preserved, and unrestricted non-preserved 
amounts of the rollover payment, 

a any 15 February 1990 rollover balance included in the ETP; and 
a whether or not the ETP relates to a pre-July 1994 pension or annuity. 


Default treatment of payments 

The payer can rely on a standard default treatment of benefits in, for example, 
distributing undeducted contributions between cash and rollover amounts in the 
absence of instructions to the contrary. However, the default policy must be clearly 
disclosed to the payee. 

A default policy cannot be 'enforced' by a payer against the instructions of a payee. 

For example, where a default policy indicates that undeducted contributions are to be 
allocated to cash and rollover payments in a particular way, and a member gives 
sufficient instructions for a different and valid allocation of undeducted contributions, 
the payer is required to comply with the instructions received. 

Remember that if there is a pre-July 83 component, the payment needs to contain a 
proportionate mix of the pre-July 83 and post-June 83 entitlements. 
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Record retention requirements 

Both the payer and the payee must keep a copy of the instruction for five years after 
the instructions are given. 

Where redemption instructions are provided by the payee to a fund by telephone, 
they must be kept by the fund; for example, on a record completed by the client 
service operator. This record, together with any redemption contract, satisfies the 
requirement for a payer to keep a record of instructions received and establishes that 
the instructions are sufficient. The payee must also keep a record of the telephone 
instructions given to the fund. 


Summary of tax payable on ETPs 

In the "Eligible termination payments" section of this module, you have studied how 
various ETPs are taxed on withdrawal, or when not rolled over. Figure 6.2 provides an 
overall summary showing the tax payable on ETPs withdrawn from a fund or not 
rolled over. Each component of an ETP, and its tax consequences, are shown in a 
simplified manner for easy reference. 

The section following Figure 6.2 discusses annual leave and long service leave lump 
sum payments on termination of employment. These payments are not ETPs. 
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Figure 6.2 _ 

Tax payable in 2003/04 on eligible termination payments 1 (withdrawn from a fund or not 
rolled over) 
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Payments other than ETPs 


Introduction 

This section deals with annual leave, leave loading and long service leave payments 
received on termination of employment. Note that annual leave and long service leave 
lump sum payments are not ETPs. 

Taxation of lump sum payments for annual leave and long service leave on termination of 
employment can vary according to the circumstances of the payment. 

Lump sum payments for annual leave and long service leave are subject to their own 
special tax rules when they are paid on termination of employment. Legislation changes 
in 1978 and 1993 have resulted in complexities. This section discusses how the different 
components are calculated and taxed. 


Payments received whilst employed 

Payments received during the course of employment for annual leave and long service 
leave are subject to PAYG deductions and taxed at the taxpayer's marginal rate of tax, 
except that the first $320 of annual leave loading is not subject to PAYG deductions. 

Payments on death 

Section 101A(2) provides that income of a deceased person, received after death, for 
unused annual leave or unused long service leave (but not normal salary) is not 
assessable income of the trust estate, and is therefore tax-free. (Such payments should 
not be shown on the deceased's payment summary.) 


Payments in lieu of annual leave 


Section 26AC(4) defines annual leave very broadly to include all types of recreational 
leave, loadings, bonuses and such like. 

Section 26AC(2) includes the lump sum payment in lieu of annual leave in the recipient's 
assessable income. However, until the 17 August 1993 budget, lump sum annual leave 
payments were subject to a tax rebate, more recently contained in s. 159SA which resulted 
in a maximum tax of 30 per cent (plus Medicare levy). This rebate now only applies in 
limited circumstances. 


Lump sum annual leave paid due to a bona fide redundancy, invalidity or approved early 
retirement scheme 

The s. 159S rebate, limiting tax to 30 per cent plus the Medicare levy on lump sum annual 
leave payments, continues to apply to eligible assessable income (see Table 6.3, Item 9 
above)—that is, it applies when the lump sum annual leave payment is paid to the 
taxpayer on termination of employment because of: 

■ a bona fide redundancy; 
a invalidity; or 

■ acceptance of an approved early retirement scheme. 




STUDY GUIDE 6.35 


Example 6.11 

A lump sum of $1000 was received in lieu of annual leave in the year ended 30 June 2004 on 
termination of employment due to a bona fide redundancy. Other taxable income exceeded $62 500. 
Medicare surcharge levy does not apply. Tax payable by the employee on the lump sum annual leave is: 

$1000x48.5% $485 

Less rebate $1000 x (48.5% - 31.5%) $170 
Tax payable after rebate $315 

The whole amount is included in lump sum payments at label A on the recipient's payment summary. 


Other payments for unused annual leave 

When the unused annual leave payment is not paid for the reasons listed above, the 
whole amount is included in assessable income and the employee pays tax as follows: 
0 If all the leave was accrued after 17 August 1993, the whole amount is taxed at 
the recipient's marginal tax rate and included in gross salary on the recipient's 
payment summary. 

□ If any of the leave was accrued before 18 August 1993, tax on that part is limited 
to a maximum of 30 per cent plus the Medicare levy and is shown in lump sum 
payments at label A on the payment summary. The balance is taxed at normal 
marginal rates and included in gross salary. 

Taxation Determination TD 94/8 requires annual leave relating to service prior to 
18 August 1993 and taken after 17 August 1993 to be applied on a 'first in, first out' 
(FIFO) basis. 


Payments in lieu of long service leave 


Long service leave (defined in s. 26AC(8)) is a right to a given period of paid leave 
after a particular number of years of service (say, 13 weeks of paid leave after 10 years 
of service). 

The extent to which a lump sum payment of long service leave is assessable 
depends on the eligible service period to which the payment relates. Section 26AD(7) 
defines the eligible service period as that period which gives rise to a long service 
leave entitlement. 

The tax treatment of the payment may be summarised as follows: 

■ 5 per cent of the amount attributable to unused long service leave which 
accrued before 16 August 1978 is included in assessable income and taxed at 
marginal rates; 

■ the amount attributable to unused long service leave which accrued between 
16 August 1978 and 17 August 1993 is included in full in assessable income and 
taxed at a rate not exceeding 30 per cent plus Medicare levy; and 

■ the amount attributable to long service leave which accrued on or after 18 August 
1993 is included in full in assessable income and taxed at marginal rates. 
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Payments for bona fide redundancy, invalidity, or as part of an approved early 
retirement scheme 

For payment in these circumstances the tax treatment may be summarised as follows: 

■ 5 per cent of the amount attributable to unused long service leave which accrued 
before 16 August 1978 is included in assessable income and taxed at marginal 
rates; and 

■ the amount attributable to service after 15 August 1978, called 'eligible assessable 
income' (see Table 6.3, Item 9), is included in full in assessable income and taxed 
at a rate not exceeding 30 per cent plus Medicare levy. 

Example 6.12 

Due to invalidity, a taxpayer received $3000 lump sum long service leave. One-third related 
to pre-16 August 1978 service, two-thirds related to the period after 15 August 1978. Other taxable 
income exceeded $65 000 and Medicare surcharge levy does not apply. 


Tax payable on the lump sum long service leave is: 

Pre-16 August 1978 period component: $1000 x 5% x 48.5% $24.25 

Post-15 August 1978 component: tax payable $2000 x 48.5% $970.00 

$994.25 

Less rebate (limits tax to a maximum of 31.5%) $2000 x (48.5% - 31.5%) $340.00 

Total tax payable $654.25 


Example 6.13 

A taxpayer who has other taxable income exceeding $65 000 received $3000 long service leave 
on termination of employment, and one-third related to the pre-16 August 1978, and two-thirds 
related to the post-period, including $100 being post-17 August 1993. No Medicare surcharge 
levy is payable. 

The tax payable on the long service leave is: 

Pre-16 August 1978 component: tax payable $1000 x 5% x 48.5% $24.25 

Post-16 August 1978, pre-18 August 1993 component: 

Tax payable $1900 x 48.5% $921.50 

Less rebate $1900 x (48.5% - 31.5%) $323.00 $598.50 

Post-17 August 1993: tax payable $100 x 48.5% $48.50 

Total tax payable $671.25 


Calculating unused long service leave 

Lump sum long service leave payments relating to normal retirement or resignation, 
are divided into: 

o pre-16 August 1978 component (if any); 

■ post-15 August 1978 and pre-18 August 1993 component; and 

■ post-17 August 1993 component. 
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Calculating the components 

Post-15 August 1978 component 

The formula contained in s. 26AD(3) to calculate the unused long service attributable 
to service from 16 August 1978 to 17 August 1993, inclusive is: 



C(B + D) 
E 



(ignore the fraction from the product of that part of formula in square brackets) 
where: 

A is the lump sum of unused long service leave; 

B is the number of whole days relating to the lump sum; 

C is the number of days in the ESP that occurred after 15 August 1978; 

D is the number of whole days of long service leave used before retirement; 

E is the total number of days in the ESP; and 
F is the lesser of: 

■ the number of days of long service leave used after 15 August 1978, and 

■ the amount calculated by: 

C(B + D) 

E 

A negative answer means the post-15 August 1978 component of the lump sum is nil. 

When the ESP commenced after 15 August 1978, all the payment relates to 
post-15 August 1978 service. 


Post-17 August 1993 component 

The formula in the legislation for the post-17 August 1993 component is the same as 
the above formula. The formula below is similar to the above, but has been modified 
to identify the changed dates which occur in this component. 

M a % £B H 

where: 

C, is the number of days in the ESP that occurred after 17 August 1993; and 
F, is the lesser of: 

■ the number of days of long service leave used after 17 August 1993, and 

■ the amount calculated by: 

Ci(B + D) 

E 

Pre-16 August 1978 component 

This is calculated as: 

A - Post-15 August 1978 component 

That is, the lump sum of unused long service leave less the product of the formula 
contained in s. 26AD(3). 
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Example 6.14 

An employee commenced service with an employer before 16 August 1978 and the following details 
apply on retirement: 


A = Lump sum long service leave (LSL) $22 000 

B = Days of unused LSL 175 

C = Days in ESP from 16 August 1978 to retirement date 9131 

C, = Days in ESP after 17 August 1993 3 653 

D = Days of leave used before retirement 8 

E = Total period of service (in days) 11 322 

F = Days of LSL used after 15 August 1978 (includes 5 days used after 17 August 1993) 8 

F, = Days of LSL used after 17 August 1993 5 


Step 1: Calculate post-15 August 1978 LSL component: 


A C(B + D) c 
B E 

9171(175 + 8) 

11322 

= $125.71 x (148.23-8) 

= $125.71 x 140 (rounded down to whole number, fraction ignored) 
= $17 599 

Total post-15 August 1978 component = $17599 
Step 2: Calculate pre-16 August 1978 LSL component: 

$22 000-$17 599 = $4401 

Total pre-16 August 1978 component = $4401 

Step 3: Calculate post-17 August 1993 component: 


$22 000 

-x 

175 


A C. (B + D) 
—x —-- 

B E 


$22 000 3653(175 + 8) 

_-- x - 

175 [ 11322 

= $125.71 x (59.04-5) 



= $125.71 x 54 (rounded down to whole number, fraction ignored) 
= $6788 


Total post-17 August 1993 component = $6788 

Step 4: Calculate the 16 August 1978 to 17 August 1993 component: 

Post-15 August 1978 amount - Post-17 August 1993 amount 
= $17 599-$6788 
= $10811 

Total 16 August 1978 to 17 August 1993 component = $10811 
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Summary of PAYG amounts and tax for 2003/04 
Pre-16 August 1978 component: 5% x $4401 = $220.05 

$4401 is shown at label B on the payment summary. 

PAYG is deducted on 5% of $4401 at 31.5%, i.e. $69.32 

16 August 1978 to 17 August 1993 component $10 811 

$10 811 is shown at label A on the payment summary. 

PAYG is deducted on $10 811 at 31.5%, i.e. $3405.47 

Post-17 August 1993 component $6788 

$6788 is included in gross salary on the payment summary. 

PAYG is deducted as follows: 

If the post-17 August 1993 amount is less than $300 when added to the post-17 August 1993 annual 
leave component, deduct tax at 31.5 per cent, otherwise deduct tax following the steps below: 

Step 1: Divide the amount by 52: $6788 + 52 = $130.54. 

Step 2: Add to normal wages and determine the tax from the current weekly schedule. 

Step 3: Determine the tax on normal wages, determine the difference, and 

multiply by 52. For example, if the difference is $38.39, tax deducted ($38.39 x 52) = $1996.28. 

Total tax instalments deducted = $69.32 + $3405.47 + $1996.28 = $5471.07 


Recipient's taxable income and tax payable on assessment 

Pre-16 August 1978 component: 

5% x $4401 x taxpayer’s marginal rate (i.e. up to 47% + Medicare levy) 

16 August 1978 to 17 August 1993 component: 

$10 811 x 30% (maximum) + Medicare levy 

Post-17 August 1993 component: 

$6788 x taxpayer's marginal rate (i.e. up to 47% + Medicare levy) 

Note that when the lump sum is paid to the taxpayer because of a bona fide 
redundancy, invalidity, or as part of an approved early retirement scheme, there is no 
need to calculate the post-17 August 1993 component because tax on all the post- 
15 August 1978 component is limited to a maximum of 30 per cent plus Medicare levy. 

Thus for Example 6.14, if the lump sum of long service leave was for a bona fide 
redundancy, invalidity or an approved early retirement scheme, $17 599 would be 
included in the payment summary at label A, and $4401 at label B. 
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Tax planning and lump sum leave payments 

Only lump sum leave payments received because of a bona fide redundancy, invalidity 
or as part of an approved early retirement scheme are eligible for the tax concessions. 

After taking into account other considerations such as the deductibility of self-employed 
superannuation contributions and various rebates, the timing of termination of 
employment or retirement may provide a tax saving. This occurs when lump sums are 
paid in a year when other taxable income is lower than the previous year, and as a result 
the marginal tax rate is lower. 


Example 6.15 

Henry has a choice of retiring from his employment on either 30 June 2004 or 1 July 2004. He is 
entitled to $5000 in unused annual leave, all accumulated after August 1993. If he retires on 30 June 
2004, his other taxable income will be in excess of $65 000 in that financial year. In the following 
year, he estimates his other taxable income will be $10 000. 

Excluding the Medicare levy, other income and the rebates: 
b rf he retires in June, the tax payable will be $5000 x 47% = $2350 
■ rf he retires in July, the tax payable will be $5000 x 17% = $850 

Therefore, if Henry waits until 1 July 2004 to retire he will have a tax saving of $1500. 

Strategies 


Where a person is eligible to receive an ETP, it is important to determine the optimum 
outcome both at the current time and in the future. This can involve a number of 
techniques, depending upon the situation, and this section explains some of them. It is 
important that you are aware that there may be circumstances in which a given benefit 
will or will not arise from the strategies discussed in this section. You are already aware 
that each client is characterised by a unique set of financial and personal circumstances, 
Before implementing any of these strategies, you must carry out a complete analysis of 
your client's affairs to determine whether any tax and/or social security benefit or 
consequence will ensue. Also check the current validity of the strategies, because some 
of the techniques described may change or not be valid in time. 


issues to consider 

There are several matters to consider before deciding whether a strategy using 
undeducted contributions may be beneficial. These include: 

■ the amount and components of the ETP; 

■ the period, if any, of pre-July 83 service; 

■ the age of the person, that is: 

n under age 55 or at least age 55, and 

■ for life expectancy purposes, the older the person, the shorter the life 
expectancy, therefore the higher the deductible amount; 

■ the sex of the person—males have a shorter life expectancy, and therefore receive 
a higher deductible amount than females of the same age; 

■ the person's RBL and whether a transitional RBL has been received; 

■ the suitability of spouse contributions; 
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■ the amount of lump sum tax that will be incurred—if the tax liability exceeds the 
benefits, the strategy is not appropriate; 

■ the level of annual taxable income of the client, including salary or wages, 
investment income and business income—the higher the income, the higher the 
amount of tax that may be payable on some parts of the ETP, particularly the pre- 
July 83 component and concessional component where 5 per cent of the amount 
received is taxed at normal marginal rates when withdrawn in cash: 

■ in the year the lump sum is withdrawn, or 

■ at and after retirement; 

■ whether the cashing of the benefit will increase the marginal rate of tax in that 
year, trigger the 15 per cent superannuation surcharge or have an adverse effect on 
social security benefits or a tax rebate (such as a pensioner and beneficiary rebate, 
or low income rebate); 

■ whether the individual is eligible to make contributions to superannuation*, that is: 

■ generally a person who is within two years of ceasing gainful employment for at 
least 10 hours in a week, or, in limited circumstances, within seven years if 
temporarily absent from work to raise children, and under age 65 (or under age 75 
if working at least 10 hours a week on an ongoing basis after reaching age 65, 

■ a person who ceases gainful employment due to ill health who is under age 65, or 
b a person eligible to make a spouse contribution; 

■ whether the 15 per cent rebate on the taxable part of an income stream from a 
qualifying annuity or complying superannuation fund will eliminate any tax liability; 

■ the timing of making the undeducted contribution—if made just before 
retirement, Taxation Ruling IT 2393 indicates this may be acceptable when the 
contribution is made to create a retirement income stream, but it may not be 
acceptable to the ATO when the benefit is to be cashed because a large 
undeducted contribution may result in a reduction in the individual's tax liability 
(this issue is illustrated in Case Study 6.1); 

■ whether access to a capital amount is anticipated in the future—once an amount 
is paid into a superannuation fund, it cannot be accessed until a condition of 
release occurs; 

■ the amount of income required for retirement; and 

■ for strategies involving superannuation funds it is essential that the trust deed 
allows for the strategy—this would include permitting spouse contributions, 
permitting the paying of an allocated pension or complying pension. 

Note, however, that the Government proposes from 1 July 2004 to remove the work test on 
who can contribute to superannuation for anyone under the age of 65. 


Undeducted contribution strategies 

When a person is entitled to receive an eligible termination payment (ETP) and he 
or she wishes to withdraw part of that ETP in cash, a decision must be made about 
which components are withdrawn and which are reinvested. Sometimes retaining 
or increasing the undeducted contributions (UCs), or cashing an ETP, paying the 
applicable tax, and jointly investing the amount with a spouse so that taxable income 
is shared and tax may be saved due to accessing both their marginal tax rates. 
Alternatively, re-contributing the withdrawn amount as undeducted contributions, 
may result in future tax savings where there is pre-July 83 service. These alternatives 
are shown in Figure 6.3. 
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Figure 6.3 



When not to use undeducted contribution strategies 

Undeducted contributions strategies are tax driven. There are times when it is not 

appropriate to use these strategies. These are as follows: 

■ If a person will not have a tax liability in the future, generally there is no 
advantage in adopting these strategies other than to gain a social security benefit 
whilst the person is under Age Pension age. (Social security is discussed in 
Module 7.) 

■ If the person is under age 55, again there is no advantage because there is no low 
tax rate threshold on the post-June 1983 component, and lump sum tax on an 
ETP on the post-June 83 component is greater than when age 55 is reached 

(see the tax rates in Table 6.3). 

■ If the remaining post-June 83 component is, or will be, less than the low-tax 
threshold of $117 576 in 2003/04. 

■ If it is close to the date when the ETP will be cashed, because the ATO may not 
recognise that contribution. 


Tax-free cash 

If cash is required, it is natural that the first instinct is to withdraw the undeducted 
contributions because they can be withdrawn from a superannuation or rollover 
fund tax-free. However, this may have adverse effects on: 

■ withdrawal of a pre-July 83 and post-June 83 component at a later date; and 

■ the deductible amount of an annuity or superannuation pension for taxation 
purposes, because the undeducted contributions component is the only ETP 
component which is included in the deductible amount. 


Protecting rebates 

Cashing undeducted contributions does not affect tax rebates on other taxable 
income. Excluding undeducted contributions, the post-June 1994 invalidity 
component and the CGT exempt component, the taxable part of an ETP withdrawn 
in cash during an income year is included in the person's assessable income for that 
year. Post-June 83 ETP components are then subject to a rebate which limits the 
amount of tax payable. In some cases this can result in loss of entitlements to the 
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Family Tax Benefit, the low income rebate (of up to $235), and/or the rebate for spouse 
superannuation contributions (of up to $540). This is because entitlement to a number 
of tax rebates is based on either assessable or taxable income. Additionally, liability to 
superannuation surcharge is determined by adjusted taxable income. 


Avoiding additional child support payments 

Child support payments collected by the Child Support Agency are calculated from 
an earlier year's taxable income. The level of child support payments is increased 
when a component of an ETP, other than undeducted contributions, the CGT 
exempt component and the post-June 1994 invalidity component, is withdrawn in 
cash. Reportable fringe benefits are also included in determining liability for child 
support payments. 

It is important to discuss this issue with clients who may be affected, and who are 
intending to withdraw a cash ETP, to alert them to the consequences of withdrawing 
certain components of a cash ETP. 


Question 6.7 

Mary, aged 55, has $65 000 taxable income before withdrawing $15 000 from her rollover 
fund. She pays child support of 18 per cent of taxable income (over the protected earnings 
amount) for her son Tom, aged 12, through the Child Support Agency. The components in 
the rollover fund are: 

Taxed element of post-June 83 component $15 000 
Undeducted contributions $15 000 

She wants $15 000 and asks you from which component she should withdraw the funds. 
What would you advise Mary? 


The 15 per cent rebate 

A 15 per cent rebate applies to the assessable part of a pension or ETP annuity when: 

■ it is paid from a taxed source; 

■ the recipient is aged 55 or more; and 

■ it is within the recipient's reasonable benefit limit. 

Pensions are taxed as salary or wages and are subject to PAYG tax instalment 
deductions. PAYG tax instalment deductions can be reduced to reflect entitlement to 
the 15 per cent rebate. 

Undeducted contributions, the invalidity component and the CGT exempt component 
form the undeducted purchase price of an income stream and a portion known as 
deductible amount, can be claimed as a deduction for tax purposes each year thereby 
reducing the assessable part of the income stream. 

The flowchart in Figure 6.4 determines whether an undeducted contributions strategy 
to increase the deductible amount is warranted, or should be used, starting at whether 
the assessable part of the income stream is eligible for a 15 per cent rebate. 
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Figure 6.4 

Undeducted contributions strategy decision 



The excessive component 

If an excessive component is withdrawn in cash, it is taxed at the top marginal rate of 
tax plus the Medicare levy, regardless of the recipient's marginal rate of tax. If it is used 
to purchase an income stream, the gross amount of the benefit is preserved and the 
only tax penalty is that the income stream is non-rebatable—that is, the 15 per cent 
rebate does not apply. This enables the tax on the excessive component to be deferred 
and paid on withdrawal at the individual's marginal tax rate, which may be below the 
top marginal rate. 


Increasing the amount of the pre-July 83 component 

A taxpayer may be able to increase the proportion of the ETP that is the pre-July 83 
component, which would then reduce the amount of tax payable. This method is 
available when an individual taxpayer has benefits in different funds with differing 
eligible service periods. By rolling over their superannuation benefits to one fund, the 
pre-July 83 component may be increased as the eligible service period for all of the 
benefits will commence at the earlier eligible service period date. For this method to be 
viable at least one of the eligible service periods must commence before 1 July 1983. 

Where there is a pre-July 83 component, the amount can be increased by retaining/ 
increasing the undeducted contributions. You will see this point illustrated as you 
work through Case study 6.1. 
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Case study 6.1 


Anna retires voluntarily on 30 June 2002, her 63rd birthday. She came to you prior to her retirement 
told you her plans, and gave you the following information: 

■ She commenced working for her employer on 1 July 1976. 

■ She joined the employer's superannuation fund on 31 December 1983. 

■ She is entitled to receive $310 000 from that employer-sponsored superannuation fund 

■ The employer's fund is a taxed, complying fund. 

■ ETP from the superannuation fund is made up of: 

. $60 000 undeducted contributions; and 

- the balance, which has pre-July 83 and post-June 83 components. 

■ She plans to withdraw the $60 000 undeducted contributions when she retires. She wants to roll 
over the balance until she turns age 65, then withdraw the balance as a lump sum. 


Assumptions: 

■ Anna has no other superannuation benefit entitlements; 

■ the low-tax threshold is $117 576 for 30 June 2004; 

■ the earnings on the $250 000 rolled over are $50 000, net of tax and charges; 

■ Anna is on the highest marginal rate for both the 2002 and 2004 years; and 

■ no Medicare surcharge applies. 


Calculate the tax consequences of Anna's plans, and discuss any alternative strategies 
she should consider, supported by calculations where appropriate. 


you believe 


Rolling over benefits 


A 'rollover' is the payment of part or all of an eligible termination payment: 

■ into a complying superannuation fund; 

B into a complying approved deposit fund; and 

■ to purchase a qualifying annuity or pension. 

An ETP must be rolled over directly from the payer to a complying rollover vehicle. 

For employer payment ETPs, Tax Determination TD 96/36 says that the ATO will 
accept the payment as being rolled over immediately if, within seven days from the 
date of the payment (extended in special circumstances which are beyond the 
taxpayer's control e.g. illness or being remote from available rollover facilities) the 
taxpayer makes an election to rollover some or all of the payment and pays that 
amount to the rollover fund(s). V 7 

In all other circumstances, once an ETP is taken in cash, it cannot later be rolled over 
However, the cash can be paid back into superannuation if age and employment 
conditions are satisfied. They can be paid in as undeducted contributions or, if the 
person is an eligible person or self-employed, as previously discussed in Module 4, the 
cash can be paid back as a deductible contribution. 


To roll over or not to roll over 

If your client is over age 55 and uncertain whether or not to roll over an unpreserved 
mea PreS h C3nn0t ** Withdrawn >' the rolIov er option can, as a temporary 

e “ e ^t P ferrH by Pla f S the ETP in 3 COmpIying ' parkin S' *** which haTno 

r. ** S ' therwise the option is lost. However, once an ETP has been rolled 

over, the rollover cannot be reversed. 
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Tax consequences of rolling over or withdrawing an ETP should therefore be checked 
before the rollover decision is made. For example, if the client is under age 55, rolling 

over could result in the client paying additional income tax if the money is withdrawn! 
before age 55. 


Example 6.16 

George, age 45, commenced with his employer in 1984 and is now changing jobs. He knows he 
must roll over his preserved benefits but is unsure what to do with the unpreserved part of his ETR 
The component which is unpreserved is an employer-paid FTP of $10 000. His accountant suggests 
he roll the unpreserved part into a parking fund with no fees. George takes his accountant's advice, 
ut then realises he should have taken the cash. George's taxable income for the year was $50 000 
and his adjusted taxable income was $55 000. 

George will suffer financially from his accountant's advice. 

George s ETP is an untaxed element of a post-June 83 component. If he had taken the ETP in cash his 
maximum tax payable excluding Medicare surcharge would have been: 

$10 000x31.5% = $3150 

Total tax paid if ETP taken in cash = $3150 

On rollover, the $10 000 would have been treated as taxable income in the fund and taxed at (up to) 

15 per cent, or $1500. Therefore, when George withdraws the money, he will receive $8500 
(assuming no growth in the short term). 

George's ETP on withdrawal is now a taxed element of a post-June 83 component. The maximum tax 
payable is. 

$8500x21.5% = $1827.50 

The total tax paid is now $1500 + $1827.50 = $3327.50 
Tax paid if ETP rolled over then withdrawn = $3327.50 

George has paid an additional $177.50 or 5.6 per cent tax as a result of his accountant's advice. 

In this example, there is no effect on superannuation contributions surcharge as George's adjusted 
taxable income is below the lower threshold (see Module 4). 


Rollover components 

The definition of 'eligible termination payment' includes the unused undeducted 
purchase price of a commuted pension or rollover annuity. The unused undeducted 
purchase price can be rolled over as undeducted contributions. 

The tax on the rollover is deferred until withdrawn. 

Components of the ETP that retain their original character in the rollover fund are- 

■ concessional component; 

■ undeducted contributions; 

h post-June 1994 invalidity component; and 
q CGT exempt component. 

A r0 ^'° Ver ETP can not have an excessive component, as no RBL determination 
would have been made. 
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The pre-July 83 days are fixed, but the post-June 83 days increase as time passes. 

Both of these components can be rolled over. The rollover is required to have a 
proportionate mix of the pre-July 83 and post-June 83 entitlements. All earnings of the 
fund are included in the pre-July 83 and post-June 83 components. 


Payments that cannot be rolled over 

The following payments cannot be rolled over: 

□ lump sum annual and long service leave payments; 
n death benefit ETPs; 

■ the tax-free amount of bona fide redundancy or approved early retirement 
scheme payments of $5882 plus $2941 for each completed year of service in 
2003/04; and 

a the non-qualifying component of an ETP. 


Partial rollovers 

Where partial rollovers are made, a taxpayer cannot elect which part of the pre-July 83 
and post-June 83 components of the ETP is rolled over. The part not rolled over will 
be in the same proportion as the pre-July 1983 and post-June 83 service period, as 
calculated in ss. 27D(5)-(7). 


Reasonable benefit limits 


A reasonable benefit limit (RBL) is the total amount of concessionally taxed ETPs 
which each person can receive over his or her lifetime. Any ETP in excess of a 
person's RBL is treated as an excessive component if taken as a lump sum. Some ETP 
components, such as undeducted contributions, do not form part of a taxpayer's RBL, 
but earnings on those components do. 

Prior to 1 July 1994, reasonable benefit limits were based on the RBL multiple scale and 
an average of a person's highest average salary, generally over any consecutive three-year 
period. From 1 July 1994, salary-linked reasonable benefit limits were replaced with flat 
dollar amounts (indexed annually to AWOTE) for all taxpayers except those with a 
transitional RBL (that is, an RBL based on the pre-July 1994 rules—see below). The flat 
dollar RBL amounts are outlined below. 


Lump sum RBL 

The lump sum RBL is $588 056 in 2003/04. Where a person below the age of 55 
receives a lump sum which counts toward their RBL, this amount is discounted by 
2.5 per cent for each whole year under that age. 

Example 6.17 

If Maria, nearly 50, is not entitled to a transitional RBL, she has a lump sum benefit which counts 
towards her RBL in 2003/04: 

$588 056 - (588 056 x 0.125) = $588 056 - $73 507 = $514 549 
The discount amount is 5 x 2.5% = 12.5%. 
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Pension RBL 

The pension RBL, regardless of the person's age, is 51 176 106 in 2003/04 (indexed 
annually to AWOTE). The pension RBL applies, unless the lump sum RBL applies. 
Generally a pension RBL applies where at least 50 per cent of the qualifying portions 
(that is, benefits which count towards the RBL) of a person's total benefits are taken as 
a complying pension or annuity, which meets the minimum standards in SIS regs 
1.05(2) and 1.06(2) (ss. 140ZF(l)-(3)). If a person's total superannuation benefits 
exceed their pension RBL, 50 per cent of the pension RBL is the value of benefits 
required to be taken as a complying pension or annuity. The other 50 per cent of the 
pension RBL amount is available as a lump sum and the balance will be regarded as 
an excess benefit. 

Allocated pensions and allocated annuities do not come within the scope of the pension 
and annuity standards, and are measured against the lump sum RBL. 


Definition of "complying" income streams in the SIS Regulations 

The 'complying' pension must meet the following characteristics to qualify as 
'complying' pension for pension RBL purposes: 

ss the term of the income stream contract must be fixed and must be for life time 
based on life expectancy (life-time complying pension); 

■ where the income stream commences on or after Age or Service Pension age the term 
is based on life expectancy. If the person's life expectancy is less than 15 years the 
pension is payable for a period equal to the person's life expectancy (rounded). If their 
life expectancy is greater than 15 years, the pension is payable for at least 15 years but 
no more than their life expectancy (rounded) (life-expectancy pension). 


Example 6.18 

Mario is 65 years old and has an entitlement to total benefits which count towards his RBL of 
$700 000. 

To qualify for a pension RBL, he must not take more than the lesser of: 

■ $588 053 (i.e. 50% x $1 176 106 (i.e. the pension RBL in 2003/04)); and 
ds $350 000 (i.e. 50% x $700 000) 
as a lump sum. 

Therefore, Mario must not take more than $350 000 in the form of a lump sum, otherwise the lump 
sum RBL applies. If he takes at least $350 000 as a complying pension or annuity which meets the 
minimum standards in SIS regs 1.05(2) and 1.06(2), he will qualify for the pension RBL. 


Benefits which count towards an RBL 

Calculation is necessary to determine whether the aggregate of certain concessionally 
taxed retirement benefits received over his or her lifetime have exceeded the person's 
RBL (subject to commencing dates). 

The following concessionally taxed retirement benefits, called the qualifying portion, 
are counted towards a person's RBL: 

■ pre-July 83 and post-June 83 components of benefits paid by superannuation funds, 
approved deposit funds and deferred annuities on or after 16 February 1990; 

■ CGT exempt component; and 

■ where a lump sum termination payment is received from an employer on or 
after 1 July 1990: 
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■ the pre-July 83 component is counted only if the employee and employer are 
associated (for example, shareholders and directors of family-controlled 
companies); and 

■ 85 per cent of the post-June 83 component is counted (a lower percentage of 
the payments received before 1 July 1994 were counted). 


Benefits which do not count towards an RBI 

The following benefits do not count towards a person's RBL: 

■ undeducted contributions made after 30 June 1983 for which no tax deduction 
has been received and spouse contributions; 

□ concessional components—that is, pre-July 1994 bona fide redundancy payments, 

approved early retirement payments and invalidity payments which were rolled over; 

b post-June 1994 invalidity payment—that is, the future service component of an 
invalidity payment made after 30 June 1994; 

■ the tax-free part of a bona fide redundancy payment or approved early retirement 
payment received after June 1994, that is, $5882 in 2003/04 plus $2941 for each 
completed year of service; 

■ benefits previously treated as excessive; and 

■ salary continuance benefits. 

When a person receives a pension from a superannuation fund, the capital value of the 

pension is counted towards the person's RBL in the same way as a lump sum benefit. 


Question 6.8 


Ed receives $250 000 on his retirement on 1 August 2003. Details 

Superannuation fund payment (includes $50 000 undeducted 

are as follows: 

contributions} 

$180 000 

'Golden handshake' from a non-associated employer 

$70 000 

Pre-July 83 service 

4 490 days 

Post-June 83 service 

7 336 days 

Total service 

What amounts are included in Ed's RBL? 

11 826 days 


Amounts in excess of RBL 

Personal tax treatment varies according to whether amounts in excess of a person's 

applicable RBL are withdrawn in a lump sum or taken as an income stream. 

The alternatives include the following: 

□ any amount in excess of a person's applicable RBL which is taken as a lump sum is 
taxed at the top marginal rate of personal income tax, plus Medicare levy, except 

□ if at least 50 per cent of the qualifying portion of an ETP is taken as a complying 
pension or annuity, and the pension RBL applies, the excess can be taken as a 
non-rebatable pension, assessable at the person's marginal rate of tax, or 
withdrawn and the excess amount is then assessable at the top marginal rate of 
tax, plus Medicare levy, or 

□ an allocated pension or annuity can be purchased, in which case the 15 per cent 
rebate does not apply to the part of the pension in excess of the lump sum RBL. 

This enables the tax on the excessive component to be deferred and paid on withdrawal 

as a pension at the individual's marginal rate, which may be below the top marginal rate. 
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The excessive component of an ETP is the amount of the payment which the ATO has 
determined is over the person's RBL (s. 140(1)). 


Calculating the RBL 

A person's remaining RBL entitlement is found by deducting the value of previously 
received benefits (including excess benefits), indexed to AWOTE if paid at least 
12 months from the commencement of the payment of the current benefit, from the 
applicable RBL (s. 140ZA(4)). 

A person's lifetime access to the RBL is controlled by reference to a register of benefits 
received which is maintained by the ATO. 

A person's RBL is the applicable flat dollar RBL (above), or a higher RBL may apply if 
that person: 

■ had rollover funds in an approved deposit fund, life assurance company or 
registered organisation at 15 February 1990—for a taxpayer who had such rollover 
funds, the RBL balance will be: 

- if age 50 or over on 15 February 1990, at least the 15 February 1990 balance(s) 
plus accrued earnings, or 

■ if under age 50 on 15 February 1990, the rollover balance(s); 

■ was a member of a certain fund at 15 August 1989 that has commenced to pay a 
superannuation pension, and that pension is payable under rules that meet the 
pension and annuity standards (see Tax reg. 53D (ITAA) for details if applicable); or 

□ has registered a transitional RBL on the basis of accrued benefits at 1 July 1994. 


Transitional RBLs 

Transitional RBLs were introduced to ensure that people were not disadvantaged due 
to the change in the method of calculating RBLs which was introduced on 1 July 1994. 

If a person's highest average salary (HAS) based RBL at 1 July 1994 was in excess of 
the flat dollar amounts, that person could apply for, and register, a transitional 
RBL with the ATO by 4 April 1997. However, as a result of a Administrative Appeals 
Tribunal decision, the deadline for lodging TRBL applications has been lifted. A person 
who meets eligibility requirements and has the necessary documentary evidence may 
apply for a transitional RBL. 

The 2.5 per cent reduction in the lump sum RBL for each whole year under age 55 does 
not reduce the 1 July 1994 transitional RBL unless the lump sum is actually received by 
the person before age 55. Transitional RBLs are indexed annually to AWOTE. Those 
increases were 4.5 per cent for 1995/96, 4 per cent for 1996/97, 4.6 per cent for 1997/98, 
3.6 per cent for 1998/99, 3.1 per cent for 1999/2000, 4.2 per cent for 2000/01, 4.6 per 
cent for 2001/02, 6.2 per cent for 2002/03 and 4.6 per cent in 2003/04. Thus the 
transitional lump sum RBL for a person who had a $500 000 transitional RBL registered 
at 1 July 1994 would increase to $522 500 in 1995/96, $543 400 in 1996/97, $568 396 in 
1997/98, $588 858 in 1998/99, $607 113 in 1999/2000, $632 612 in 2000/01, $661 712 
in 2001/02, $702 738 in 2002/03 and $735 064 om 2003/04. 
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RBL notifications 

When the RBL notification is made by the payer and it does not contain the payee's tax 
file number, the ATO can make an interim determination to treat the whole amount as 
excessive, and the effect is that there is no rebatable part to a pension or annuity. 

An RBL notification is not required: 

■ by payers with ETPs of $5000 or less which do not contain an excessive 
component, paid by: 

B the person's employer—such as via a 'golden handshake' (but it must be shown 
on the person's ETP payment sumary), or 
□ the ATO (where previously unclaimed moneys are being paid); 

■ for the rolled over amount of an ETP—because the rolled over amount is only 
assessed against a person's RBL when it is paid out to that person (s. 140M(1)); 

■ for a reversionary pension or annuity; and 

■ for the residual capital value of a superannuation pension annuity, where that ETP 
is partly or fully rolled over. This is to prevent double counting of that amount 
which has already been counted when the pension or annuity commenced. 


RBLs and death benefits 

A death benefit ETP is always assessed against the deceased person's pension RBL. 
Lump sum death benefits from a superannuation pension or annuity are given similar 
tax treatment to ETP death benefits, but because they have already been counted 
when the income stream commenced, they are not to be counted again to determine 
the RBL entitlement. 
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Part 6: Retirement planning and benefits 


Introduction 

Part A of this module concentrated on various termination payments. This part of the 
module mainly deals with benefits accrued at retirement and the ways in which 
retirement benefits can be considered. 

It is important to be aware of the objectives of retirement planning. It is only in the 
context of these objectives that retirement benefits can be strategically planned. 


Objectives of retirement planning 


Retirement will obviously mean different things to different people—it might promise 
a period of life in which there is time to travel, time to pursue hobbies and generally 
enjoy a worry-free life, or it might mean a time of regret for not having made adequate 
provision for retirement. This will depend on some important factors. Whilst different 
people lead different lifestyles, and will need different amounts of money, the basic 
objectives from a financial planning perspective will be the same for most people. 
These are: 

a to be able to maintain a desired standard of living in retirement; 

■ to calculate the amount of money that will be required, and making a 

commitment to accumulate sufficient wealth during the pre-retirement years to be 
able to provide the desired income level; and 
□ retaining capital for as long as possible. 

Many people approaching retirement will have accumulated a non-superannuation 
investment portfolio, together with an entitlement to superannuation benefits. 

They may need to make decisions on whether to retain current investments or convert 
investments and superannuation benefits into income stream products. The following 
section discusses retirement benefits and income streams, other than Commonwealth 
Government funded benefits which are covered in Module 7. 

As a preview, you may like to look at Tables A6.12 and A6.13 in Appendix 6.1, which 
shows the annual income of a 10-year fixed-term income stream with an opening 
balance of $100 000, annually returning 8 per cent and 5 per cent respectively. 

These tables show the same amount being withdrawn each year. However, in addition 
to the amount of income in today's dollars, an amount should be included to cover 
inflation at a rate of, say, 5 per cent per year. 


Duration of capital of an investment 

In retirement planning it is important to determine how long the invested capital will 
last for a given earning rate and withdrawal rate. Remember that the amount of 
maximum and minimum withdrawal rates from an allocated pension is determined by 
the pension factors based on the investor's age. Table 6.7 gives an approximate period 
for which capital will last (in years) for a series of account earnings rates and capital 
withdrawal rates. For example, if the investment has an earning rate of 7 per cent per 
annum, it will last 10 years with a 13 per cent per annum capital withdrawal rate. 

Financial planners can use Table 6.7 as an indicator in constructing a financial plan, 
and determining the duration of capital in an investment. 





STUDY GUIDE 6.53 


Table 6.7 

Duration of the capital of an investment at different interest rates 


Account 
earnings 6 

rate (% p.a.) 

7 

8 

Rate of capital withdrawal (% p.a.)* 
9 10 11 12 13 

Duration of capital to last (years) 

14 

15 

16 

5 33 

24 

19 

15 

13 

11 

10 

9 

8 

8 

7 

6 

30 

22 

17 

14 

12 

11 

10 

9 

8 

7 

7 


27 

20 

16 

14 

12 

10 

9 

8 

8 

8 



25 

19 

15 

13 

11 

10 

9 

8 

9 




23 

18 

15 

12 

11 

10 

9 

10 





22 

17 

14 

12 

10 

9 

11 






21 

16 

13 

11 

10 

12 







19 

15 

13 

11 


* Assumed an initial application fee of 3 per cent and no income tax effect. 

Source: Adapted from '4 great myths of income investing', BTInvestors Circle, Spring, 1995, p. 8. 


We will now discuss the various types of retirement benefits in detail. 


Retirement benefits 


As retirement approaches, the various types of retirement benefits need to be 
considered. Benefits can be taken as income streams in the form of: 
b Commonwealth Government funded benefits, such as Age Pensions, Veterans' 
Affairs Pensions (these are discussed in detail in Module 7); 
b lump sums, which can then be invested to fund retirement; 

■ allocated pensions/annuities; 

■ complying pensions/annuities; or 

■ immediate annuities. 

Retirees can receive a 15 per cent income tax rebate on the assessable part of 
superannuation pensions and annuities (other than an excessive component) 
purchased with a rolled over ETP. 


Tax rebate for low income aged persons 

A tax rebate for low income aged persons is available for low income self-funded retirees of 
pensionable age (currently 62 'h for women, and 65 for men) who are considered to be 
residents for Age Pension purposes, that is, persons: 

■ who have been resident in Australia for at least 10 years, and 

■ whose income is not more than the level where the pensioner rebate level cuts 
out, but who do not receive the Age Pension due to the assets test. 

The tax rebate for low income aged persons is equivalent to the level of the existing 
pensioner rebate (see Module 7). For a couple, eligibility is determined on family 
income (as is the case for a pensioner couple). The tax rebate for low income aged 
persons is transferable between partners (see calculation in Module 7) if both partners 
meet the pension income, age and residency criteria. 

In the following sections, we will briefly explain the meaning of allocated pensions/ 
annuities and outline their advantages and disadvantages. 
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Allocated pensions and annuities 

Allocated pensions and annuities are just another form of investment. As with any 
investment, you must take into account all of your client's unique characteristics, 
needs and circumstances before a recommendation is made. 

To begin with, you should keep in mind the difference between pensions and 
annuities. These are that: 

■ pensions are paid by complying superannuation funds; whilst 

■ annuities are only issued under a life insurance policy provided by life insurance 
offices, friendly societies and registered organisations such as unions. 

Although there are other differences between pensions and annuities, from the 
investor's position there is no distinction other than the provider. 

The following section discusses the concept of an allocated product and how it differs 
from an unallocated pension or annuity. 


What is an allocated product? 

An allocated pension/annuity (AP) is paid from an 'allocated' fund. As a general 
proposition, an allocated fund is one in which the association between the participant 
and his or her individual assets is maintained. 

An individual account is kept for each participant, and, in a similar way to a bank 
account, investment income is added to the balance, and payments, investment costs 
and losses are deducted from the balance of the account. 


What is an unallocated product? 

In contrast to an allocated product, an unallocated pension/annuity, such as a 
complying pension/annuity, is one in which: 

■ investment income and payments are made out of an unidentified pool of funds; 

■ there are no individual accounts; 

■ an actuary determines the equity between participants; 

■ participants have a right to regular income; 

m the investment risk is carried by the provider; 

■ there is no flexibility as to the level of payment, indexation, and so on once the 
arrangement is established; and 

b capital is forfeited on death, or on a reversionary beneficiary's death unless death 
occurs within the guarantee period (this is explained in a later section). 


Immediate annuities 

Immediate annuities are a series of payments received, starting within one year for a 
specified period, in return for the payment of a lump sum investment. The basic 
financial mathematics of annuity payments were discussed in Module 2. Immediate 
annuities can be purchased with ordinary money or rollover funds. 
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Advantages and disadvantages of allocated products 

Some of the advantages and disadvantages of APs for investors are listed in Table 6.8. 


Table 6.8 

Advantages and disadvantages of APs 

Advantages Disadvantages 

Flexibility and control over the type of investments 
if a personal product and amount of pension is paid 
within prescribed minimum and maximum limits. 

Capital is not forfeited on death, so it may be an 
appropriate income stream for investors in poor health, 
but taxation consequences of death benefit ETPs need 
to be considered. 

No lump sum tax is payable whilst in the fund, and no 
tax is payable on revenue or capital earnings where 
the AP is payable and the fund is a complying fund. 

Tax is deducted by the provider, a payment summary is 
issued in respect of the payments, and no instalments 
of income tax are payable. 


Can vary the amount of pension withdrawn between 
minimum and maximum payment amounts, and can be 
commuted to one or more lump sums whenever the 
investor desires. Also a 15 per cent rebate is available 
on the assessable part of income stream (except for 
excessive portion). 

* The Government has proposed to remove the requirement to obtain actuarial certificates. 


Income and payments are not guaranteed. 


Investment risk is carried by the investor, and 
payments only continue whilst there are sufficient 
funds in the account, so capital may be exhausted 
before the investor's death. 

Additional costs may be incurred, as an actuarial 
certificate is required to obtain a tax exemption on 
earnings to fund current pension liabilities*; the AP 
provider must register to withhold PAYG; and a 
tax return must be submitted even though no tax 
liability may arise. 

APs do not meet pension RBL standards, so capital is 
assessed against the individual's lump sum RBL. 


Table 6.9 compares the investment risk and flexibility of an immediate annuity and 
an AP. 


Table 6.9 

Comparison of immediate annuity and AP 



Immediate annuity 

Allocated annuity/pension 

Investment 

risk 

Carried by the life office since it pays investors the 
agreed regular payment, regardless of investment 
performance and market activity. 

Transferred to investor. The performance of the fund 
manager affects the account balance, length of AP 
and the level of annual income. 

Flexibility 

No flexibility in income, forfeiture of capital on death. 

Greater flexibility because the level of income 
received from year to year can be changed, between 
prescribed limits. Ad hoc lump sum withdrawals are 
allowed, however they will attract lump sum ETP tax. 


A comparison of income stream products is given in Table 6.10. 
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Table 6.10 

Comparison of income stream products 


Superannuation 


Issue 

Allocated pensions 

Allocated annuities 

Immediate annuities 

fixed term pensions 

Security of capital 

Depends on investment 
options chosen 

Depends on investment 
options chosen 

High 

High 

Access to 
lump sums 

Yes 

Yes 

Depends on product 
and provider 

Depends on product and 
provider 

Flexibility to 
vary income 

Yes within government 
set limits 

Yes within government 
set limits 

No 

No 

Income 

guaranteed 

Only until money in the 
accounts runs out 

Only until money in the 
account runs out 

Yes 

Yes 

Commencement of 
payments 

Any time if unrestricted 
non-preserved amounts 
are used 

Any time if unrestricted 
non-preserved amounts 
are used 

Anytime if unrestricted 
non-preserved amounts 
or undeducted 
contributions are used 

On retirement after 
reaching preservation age 

Social Security/ 
Veterans' Affairs 

Yes 

Yes 

Yes, unless assets test 
exempt rules are 

No if assets test exempt 
rules are satisfied 


asset tested satisfied 

Source: Adapted from National Information Centre on Retirement Investments, Retirement Income Stream Products: 
A Comparison, NICRI, Woden, ACT, 1996. 


Rebatable/non-rebatable income streams 


Pensions and annuities are usually eligible for a 15 per cent income tax rebate on the non- 
excessive assessable part of the annual payment when they arise from a taxed 
superannuation benefit or a rolled-over ETP. Income streams can be summarised as follows. 


Immediate annuity or allocated pension/annuity 

A rebatable annuity is one which was purchased with a rolled-over ETP. The rebate 
applies to the taxable annuity payment received less the deductible amount. 


A purchased annuity is one acquired with ordinary money, and is not rebatable. 


Deductible amount = 


Purchase price - Residual capital value 
Relevant number 


Superannuation pension 

A superannuation pension is a rebatable pension if: 

■ the superannuation fund which makes the payments is (or was) a complying fund 
either before, or in, the year the first payment was made; 

■ it is paid from a taxed superannuation fund in the year of income; 

■ the pension first became payable when the receiver was at least aged 55, or it is a 
death or disability benefit for the first receiver; or 

■ the payment is the 'rebatable s. 27H amount'—that is, the pension is reduced by 
the deductible amount and any non-rebatable amount. The non-rebatable amount 
is the excessive or unfunded part. 
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A superannuation pension is a non-rebatable pension if it is unfunded (non-rebatable), 
when it is paid from an untaxed source—that is, from an untaxed superannuation 
fund such as the Commonwealth Government's Comsuper Fund. 


Deductible amount of pensions and annuities 


The deductable amount represents the undeducted purchase price apportioned over the 
term for which the pension/annuity will be paid or is reasonably expected to be paid. 

A proportion of the purchase price of an income stream can reduce the assessable 
income received. This occurs because s. 27H of the ITAA 1936 includes amounts 
received from annuities and complying superannuation pensions which commenced 
to be payable after June 1983 in a taxpayer's assessable income. (Pensions which 
commenced prior to July 1983 are still assessed under the former s. 26AA.) 

The assessable part of the receipt is assessed at the taxpayer's marginal rate of tax, and 
may then be subject to a tax rebate. 

No tax is payable on the annual deductible amount when it is returned to the investor 
as part of a withdrawal. Section 27H(1) provides that when an annuity/pension is 
purchased, the amount of the annuity/pension derived less the deductible amount 
equals the assessable income. 

The deductible amount is calculated from the following formula as prescribed in s. 27H(2): 

A(B-C) 

D 

where: 

A is the proportion of the annuity the taxpayer is entitled to receive, being 1 in the 
case of a single person, 0.5 in the case of two people, and so on. 

B is the undeducted purchase price (UPP): 

■ for most rebatable annuities and superannuation pensions which commenced 
after June 1994, the UPP 1 ' 2 is the sum of the post-June 83 undeducted 
contributions, CGT exempt component and post-June 1994 invalidity component 
(unless purchased with a commutation ETP); 

□ for most non-rebatable pensions and annuities, pensions subject to a s. 159SS 
notice that the pension is non-rebatable, or a pension or annuity first payable 
before 1 July 1994, the UPP is the total of: 

■ personal contributions made before July 1983 for which the person could not 
claim a deduction or rebate, and 
a post-June 83 undeducted contributions 2 ; and 

□ for a pension or annuity purchased with a commutation ETP, which is the 
commutation or residual capital value of a pension or annuity which 
commenced before July 1994, the UPP is the whole of the ETP, except for the 
post-June 83 component. 


1 The Commissioner has the discretion to decide the amount that is treated as the UPP, and 
s. 27A(5C) excludes employer payments as the UPP in respect of: 

b superannuation contributions; and 

d payments to purchase an annuity for an employee or his or her dependants. 

2 In most cases this description is accurate, but, the legislation defines the UPP as: 

b the sum of the purchase price of the annuity or pension paid prior to June 1983 which: 

□ was not allowed as an income tax deduction, 

■ was not treated as a rebatable amount under the former s. 159N, and 

■ was not subject to a rebate under any legislation prior to July 1983; and 

□ any part of the purchase price paid after June 1983 which has not been allowed as an 
income tax deduction, excluding certain specified rolled over amounts in s. 27D(l)(b)(iii). 
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C is the residual capital value (RCV), which is defined in s. 27A(1) as the capital 
amount payable on the termination of an annuity or superannuation pension. When 
an RCV is specified, no tax is payable on the amount when it is paid at the end of the 
term. If no amount is specified (or ascertainable) in the agreement there is no RCV. 

D is the relevant number of years for the annuity, being: 

■ the number of years if the annuity is for a fixed period; or 

■ the number of years of life expectancy of: 

■ a single person, if the annuity is for the life of that person, or 

■ the longest life if the annuity is for the life of more than one person. 


Table 6.11 

Life expectation factors at the start of payment of annuity or allocated pension policies 


Age when 1/7/83 to 

payments 31/8/88 

started Male Female 

1/9188 to 

30/4/93 

Male Female 

1/5/93 to 
31/12/95 

Male Female 

1/1/96 to 
31/12/99 

Male Female 

From 

1 January 2000 
Male Female 

50 

24.05 

29.53 

25.12 

30.70 

26.28 

31.43 

27.48 

32.32 

28.64 

33.11 

51 

23.23 

28.65 

24.28 

29.80 

25.41 

30.52 

26.59 

31.40 

27.74 

32.18 

52 

22.42 

27.77 

23.45 

28.91 

24.55 

29.62 

25.71 

30.49 

26.85 

31.26 

53 

21.62 

27.77 

22.63 

28.02 

23.70 

28.73 

24.84 

29.58 

25.97 

30.34 

54 

20.83 

26.04 

21.82 

27.14 

22.86 

27.84 

23.98 

28.68 

25.09 

29.43 

55 

20.06 

25.19 

21.02 

26.27 

22.04 

26.96 

23.13 

27.78 

24.22 

28.53 

56 

19.30 

24.34 

20.24 

25.40 

21.23 

26.08 

22.30 

26.90 

23.36 

27.63 

57 

18.55 

23.51 

19.47 

24.55 

20.44 

25.22 

21.47 

26.02 

22.52 

26.74 

58 

17.82 

22.68 

18.71 

23.70 

19.65 

24.35 

20.66 

25.14 

21.68 

25.86 

59 

17.10 

21.85 

17.96 

22.85 

18.89 

23.50 

19.87 

24.27 

20.86 

24.98 

60 

16.40 

21.04 

17.23 

22.02 

18.13 

22.65 

19.09 

23.42 

20.05 

24.11 

61 

15.71 

20.24 

16.52 

21.20 

17.39 

21.81 

18.32 

22.57 

19.25 

23.25 

62 

15.04 

19.45 

15.81 

20.38 

16.67 

20.98 

17.57 

21.72 

18.46 

22.39 

63 

14.39 

18.66 

15.13 

19.58 

15.96 

20.16 

16.83 

20.89 

17.70 

21.54 

64 

13.75 

17.89 

14.45 

18.78 

15.27 

19.35 

16.12 

20.07 

16.94 

20.70 

65 

13.13 

17.13 

13.80 

18.00 

14.60 

18.56 

15.41 

19.26 

16.21 

19.88 

66 

12.53 

16.38 

13.17 

17.22 

13.93 

17.77 

14.73 

18.45 

15.49 

19.06 

67 

11.95 

15.65 

12.55 

16.46 

13.29 

17.00 

14.06 

17.66 

14.79 

18.25 

68 

11.38 

14.93 

11.95 

15.72 

12.66 

16.24 

13.40 

16.89 

14.11 

17.46 

69 

10.84 

14.22 

11.37 

14.98 

12.05 

15.50 

12.76 

16.12 

13.44 

16.67 

70 

10.31 

13.52 

10.81 

14.26 

11.46 

14.77 

12.14 

15.37 

12.80 

15.90 

71 

9.79 

12.84 

10.27 

13.56 

10.89 

14.06 

11.54 

14.64 

12.17 

15.14 

72 

9.30 

12.18 

9.75 

12.87 

10.33 

13.37 

10.95 

13.92 

11.56 

14.40 

73 

8.82 

11.53 

9.25 

12.19 

9.80 

12.69 

10.39 

13.22 

10.96 

13.67 

74 

8.35 

10.90 

8.77 

11.53 

9.28 

12.02 

9.84 

12.53 

10.38 

12.96 

75 

7.91 

10.29 

8.31 

10.89 

8.78 

11.37 

9.31 

11.87 

9.82 

12.26 

76 

7.48 

9.70 

7.86 

10.27 

8.30 

10.75 

8.80 

11.22 

9.27 

11.58 

77 

7.07 

9.13 

7.44 

9.67 

7.84 

10.14 

8.32 

10.60 

8.74 

10.92 

78 

6.68 

8.59 

7.03 

9.09 

7.40 

9.55 

7.86 

9.99 

8.24 

10.28 

79 

6.31 

8.07 

6.64 

8.54 

6.98 

8.98 

7.42 

9.41 

7.76 

9.67 

80 

5.95 

7.58 

6.27 

8.01 

6.58 

8.44 

7.00 

8.85 

7.30 

9.09 


Source: Adapted from Australian Government Actuary, Australian Life Expectancy Tables 1980-82,1985-88, 
1990-92, 1995-97. Commonwealth of Australia copyright reproduced by permission. 
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Example 6.19 

In July 2003, Mr Less, aged 64, rolls over his $112 000 ETP into an immediate annuity which will 
produce an income stream of $11 000 per annum for the whole of his life. Mr. Less has other income 
of $26 000 meaning his marginal tax rate plus the Medicare levy is 31.5 per cent in 2003/04. His ETP 
has the following components: 


Pre-July 83 component $20 000 

Undeducted contributions $12 000 

Concessional component $14 000 

Post-June 83 component $66 000 


If the ETP is directly rolled over into the annuity, the deductible amount and taxable income of his 
annuity are calculated: 

A = 1 

B = $12 000 
C = 0 

D = 16.94 (age 64 male life expectation factor from 1 January 2000, from Table 6.11) 

( 12000 - 0 ) 

Deductible amount =- = $708 

16.94 

His taxable income from his annuity is $11 000 - $708 = $10 292 

The $10 292 is subject to tax at Mr Less's marginal rate, and is also eligible for a 15 per cent rebate 
of tax which can be offset against his tax liability: 

Tax on $10 292 @31.5% $3241.98 

Less rebate on $10 292 @ 15% $1543.80 

Tax liability on the annuity $1698.18 

Mr Less is effectively paying tax on the annuity at a rate of 15.44 per cent ($1698.18/$11 000). 
Note the 15 per cent rebate cannot reduce the Medicare levy or surcharge levy. 


Question 6.9 

a Given the information in Example 6.19 but assuming Mr Less commenced the annuity in 
December 1995, calculate his deductible amount, taxable income, and the tax liability 
on his income, and comment on why the tax payable has changed. Assume Mr Less 
was 64 years of age at commencement of the annuity. 

b Advise Mr Less of a strategy using undeducted contributions which will increase the 
deductible amount. Assume that he has not previously received a cash ETP. 

You are now aware that as life expectancy increases, so does the tax payable on income 
streams. This occurs because the deductible amount reduces. Table 6.12 illustrates 
this point. 
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Table 6.12 _ 

Deductible amount for males and females age 65 for a $10 000 undeducted purchase price 

1/9/88 to 30/4/93 1/5/93 to 31/12/95 1/1/96 to 31/12/99 From 1/1/2000 



Male 

Female 

Male 

Female 

Male 

Female 

Male 

Female 

Age 65 life 









expectation factor 

13.80 

18.0 

14.60 

18.56 

15.41 

19.26 

16.21 

19.88 

Deductible amount 

$725 

$556 

$685 

$539 

$649 

$519 

$617 

$503 


Allllocated product payments 

Reversionary beneficiaries 

When an allocated pension or annuity has a reversionary beneficiary, the life 
expectancy used to calculate the deductible amount is the longer life of the primary 
and reversionary beneficiary. If a person who has died has nominated a reversionary 
beneficiary, the pension automatically continues to that person. 

Any part of a reversionary superannuation pension or qualifying annuity resulting 
from another person's death which is commuted to a lump sum within six months of 
that person's death, or within three months of grant of probate or letters of 
administration, is treated as a death benefit ETP (see above). 

Without a reversionary beneficiary, the trustee of a superannuation fund can decide to 
whom the benefits should be paid. 

On death an allocated pension of the deceased can: 

b continue to be paid to a dependant of the deceased; or 

■ be paid as a lump sum to either a dependant or to the deceased's estate. 


Binding death benefits 

Amendments to the SIS legislation now provide for trustees to implement a system of 
binding death nominations. The changes are contained in s. 59(1A) and regulation 
6.17A. Procedural requirements must be met for the nomination to be binding. 

The nomination is only valid for three years and to be binding it must only nominate 
dependants or legal personal representations. 

This regime is not compulsory and trustees can choose whether to implement a system 
of binding death benefit nominations. 

Where there is no binding death benefit nominations, members will usually state who 
should receive their benefits upon their death. Trustees can take these instructions 
into account after a member's death but the trustees can also exercise a discretion in 
making payments to other beneficiaries. 
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Minimum standards 


Allocated pensions must meet certain minimum standards to qualify for concessional 
tax treatment. These are: 

■ at least one payment must be made annually; 

■ the capital value and income cannot be used as security for borrowing; 

■ the AP can only be transferred to: 

■ a reversionary beneficiary if the primary beneficiary dies; or 

■ another reversionary beneficiary; and 

■ the annual payments must be within the minimum and maximum annual 
payment limits (excluding commutation payments), calculated from the pension 
factors prescribed in Schedule 1A of the SIS Regulations. 

Table 6.13 shows the pension factors used to calculate annual minimum and 
maximum annual withdrawal limits (excluding commutation payments). 

Table 6.13 


Pension factors 


Current age 

Minimum 
pension factor 

Maximum 
pension factor 

50 

21.5 

9.9 

51 

21.2 

9.9 

52 

20.9 

9.8 

53 

20.5 

9.7 

54 

20.1 

9.7 

55 

19.8 

9.6 

56 

19.4 

9.5 

57 

19.0 

9.4 

58 

18.6 

9.3 

59 

18.2 

9.1 

60 

17.8 

9.0 

61 

17.4 

8.9 

62 

17.0 

8.7 

63 

16.6 

8.5 

64 

16.2 

8.3 

65 

15.7 

8.1 

66 

15.3 

7.9 

67 

14.9 

7.6 

68 

14.4 

7.3 

69 

14.0 

7.0 

70 

13.5 

6.6 

71 

13.1 

6.2 

72 

12.6 

5.8 

73 

12.2 

5.4 

74 

11.7 

4.8 

75 

11.3 

4.3 

76 

10.8 

3.7 

77 

10.4 

3.0 

78 

10.0 

2.2 

79 

9.5 

1.4 

80 

9.1 

1.0 

81 

8.7 

1.0 

82 

8.3 

1.0 

83 

7.9 

1.0 

84 

7.5 

1.0 

85 

7.1 

1.0 

86 

6.8 

1.0 
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Minimum 

Current age pension factor 


Maximum 
pension factor 


87 

6.4 

1.0 

88 

6.1 

1.0 

89 

5.8 

1.0 

90 

5.5 

1.0 

91 

5.3 

1.0 

92 

5.0 

1.0 

93 

4.8 

1.0 

94 

4.6 

1.0 

95 

4.4 

1.0 

96 

4.2 

1.0 

97 

4.0 

1.0 

98 

3.8 

1.0 

99 

3.7 

1.0 

100 or more 

3.5 

1.0 


Source: Adapted from Schedule 1A, Superannuation Industry (Supervision) Regulation 
No. 189/1994 (Cwlth). 


The minimum pension factor (PF) is based on an indexed income stream earning a real 
return of 3 per cent with a reversion to a partner who is three years younger than the 
original recipient. 

The maximum pension factor is based on an unindexed income stream earning 
10 per cent, with no reversion to a partner, and a life expectancy of age 80. 


Maximum and minimum payments from allocated pensions and annuities 

Maximum and minimum payments limits are mentioned in paragraphs 1.05(4)(f) and 
1.06(4)(e) of the SIS Regulations and are calculated by using the formula AB/PF and 
rounding the result to the nearest $10, where: 
m AB is the annuity or pension account balance: 

d on 1 July in the financial year in which the payments are made, or 

■ on commencement date in the first year annuity or pension payments 
commence; and 

■ PF is the minimum or maximum pension factor for the age of the beneficiary 

■ on 1 July in the financial year in which the payments are made; or 

■ on commencement date in the first year annuity or pension payments commence. 

When commencement day is other than 1 July, the maximum and minimum payment 
limits must be applied proportionally to the number of days from commencement day 
to the end of the financial year. 


Example 6.20 

The maximum pension factor is 9.9 for a 50 year old. If an AP has an account balance of $100 000 on 
1 July, the maximum payment in that year is calculated: 


Maximum payment 


Account balance 
Pension factor 


= $100 000 *9.9 = $10 101 


Maximum payment rounded to nearest $10 = $10 100 
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Example 6.21 

A person aged 60 purchased an allocated pension for $100 000. The maximum or minimum pension 
annual withdrawal options are based on pension factors, and are reproduced in Appendix 6.1, 

Tables A6.1 to A6.4. 

The following tables and figures summarise: 

■ how that person's account balance will vary with maximum and minimum pension withdrawals 
from age 60 to 85; and 

■ how the maximum and minimum pension payments vary with fund earning rates of 5 per cent and 
8 per cent, and with the person's age. 


Minimum and maximum payments—fund earning rate 5% p.a. 


Maximum payments Minimum Payments 

Age (fund earning rate 5% p.a.) (fund earning rate 5% p.a.) 


Five-year 

Account 

Maximum 

Fund 

Account 

Minimum 

Fund 

intervals 

balance 

pension 

earning 

balance 

pension 

earning 


($) 

($) 

($) 

($) 

($) 

($) 

60 

100 000 

11 110 

4 444 

100 000 

5 620 

4 719 

65 

69166 

8 540 

3 031 

94 221 

6 000 

4411 

70 

43 414 

6 580 

1 841 

84 828 

6 280 

3 927 

75 

21 050 

4 900 

807 

71 568 

6 330 

3 261 

80 

1 563 

1 560 

0 

54 987 

6 040 

2 447 

85 

0 

0 

0 

36 808 

5180 

1 581 


Note: Adapted from Tables A6.1 and A6.2 in Appendix 6.1. Pension figures have been rounded to 
the nearest $10. 


Minimum and maximum payments—fund earning rate 8% p.a. 


Maximum payments Minimum Payments 

Age (fund earning rate 8% p.a.) (fund earning rate 8% p.a.) 


Five-year 

Account 

Maximum 

Fund 

Account 

Minimum 

Fund 

intervals 

balance 

pension 

earning 

balance 

pension 

earning 


($) 

($) 

($) 

($) 

($) 

($) 

60 

100 000 

11 110 

7111 

100 000 

5 620 

7 550 

65 

79 627 

9 830 

5 583 

108 472 

6 910 

8125 

70 

57 541 

8 720 

3 905 

112 431 

8 330 

8 328 

75 

32119 

7 470 

1 971 

109 204 

9 660 

7 963 

80 

2 746 

2 750 

0 

96 594 

10 610 

6 878 

85 

0 

0 

0 

74 440 

10 480 

5 116 


Note: Adapted from Tables A6.3 and A6.4 in Appendix 6.1. Pension figures have been rounded to the 
nearest $10. 
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Allocated pension account balance (fund earning rate 5% p.a.) 



AGE 


Allocated pension payments (fund earning rate 5% p.a.) 


12 000 


10 000 - v 


8 000 -- 


2 

< 6 000 + 


o 

£ 4 000 t 


2 000 ~ 
0 


Maximum 

pension 


Minimum 

pension 
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60 62 64 66 68 70 72 74 76 78 80 82 84 

AGE 


Allocated pension account balance (fund earning rate 8% p.a.) 



AGE 
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Allocated pension payments (fund earning rate 8% p.a.) 



Females pay more tax than males on APs 

When advising clients, it should be noted that an anomaly, caused by life expectation 
factor tables being used to calculate the deductible amount, results in females paying more 
tax on an AP income stream than males. This gender factor should be taken into account 
especially when a reversionary AP is being considered. Even though APs are purchased 
with a client's own money, more tax is paid by females than by males for lifetime APs 
purchased with: 

■ ETPs with undeducted contributions; and 
□ ordinary money. 

Where there is no undeducted contributions and therefore no deductible amount, the 
level of tax is equal between males and females. 

Appendix 6.1, Tables A6.5 to A6.ll, provide a comparison of the difference in tax 
payable for males and females as a result of life expectation factor tables prescribing a 
longer life to females. 

Table 6.14 summarises Tables A6.6 to A6.ll and illustrates this anomaly. 


Table 6.14 

Comparison of net tax payable on APs for males and females* 


Additional tax 



Male 

Female 

paid by females 


$ 

$ 

$ 

All undeducted contributions (Tables A6.6 and A6.7) 

11 397.00 

13 917.00 

2 520.00 

50% undeducted contributions and 50% 
post-June 83 taxed element (Tables A6.8 and A6.9) 

18 916.80 

20 239.80 

1 323.00 

No undeducted contributions (Tables A6.10 and A6.11) 

26 772.90 

26 772.90 

0 


* From age 60 to 85. at 8 per cent fund return. 

Source: Adapted from data from a seminar conducted by the authors for the Australian Taxpayers' 
Associations in February 1996. 
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Figure 6.5 illustrates the difference in tax when undeducted contributions are used to 
purchase a lifetime income stream. 


Figure 6.5 

Comparison of net tax payable by females and males on an allocated income stream purchased 
with undeducted contributions if maximum pension withdrawal is made every year 



AGE 


Excess deductible amount 

When a female aged at least 80 (life expectancy 9.09) or male aged at least 67 (life 
expectancy 14.79) commences an allocated pension or annuity from 1 January 2000 
with 100 per cent undeducted contributions and withdraws the minimum amount, 
the pension factor (9.1 (age 80) and 14.9 (age 67)) is more than life expectancy. This 
results in an excess deductible amount, that is, the deductible amount is more than 
the income stream. The unclaimed excess deductible amount may be able to be carried 
forward to reduce future taxable income from the income stream, or offset against 
other taxable income. 


Excessive component of an AP 

An AP does not meet minimum pension standards, and therefore any amount used 
to purchase an AP which is over a person's lump sum RBL will be treated as an 
excessive component. 

If an excessive component is used to purchase an AP, there will be an excessive amount in 
each pension payment. The whole of the pension payment is taxed at the person's 
marginal tax rates, but the excessive amount will not be eligible for the 15 per cent rebate. 

The rebatable amount is calculated as follows: 


Annual payments - Deductible amount - Excessive amount = Rebatable amount 
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Capital value of a pension not payable for life 

The RBL amount of a rebatable superannuation pension is the capital value of the 
pension. Under s. 140ZO(2) of the ITAA, the ATO must determine the way the capital 
value of a superannuation pension which is not payable for life is calculated. 

Allocated pensions and fixed term superannuation pensions are not payable for life, 
and fall within this criteria. The characteristics of these pensions are included in 
subregulation 1.06 of the SIS Regs. A pension which is not payable for life does not 
satisfy all the requirements of the pension and annuity standards and so the relevant 
RBL is the recipient's lump sum RBL. 

Allocated pensions 

The formula to calculate the capital value of an allocated pension for RBL purposes is 
given in Taxation Determination TD 2000/29 as: 

Capital Value = PP - (UC + CC + IC) 

where: 

PP is the purchase price of the allocated pension (i.e. the amount in the person's 
account on the commencement day of the allocated pension); 

UC is the undeducted contributions; 

CC is the concessional component; and 

IC is the post-June 1994 invalidity component. 

Example 6.22 

Geoff has $300 000 of accumulated superannuation benefits, which includes undeducted 
contributions of $100 000 and a post-June 1994 invalidity component of $8000. If he converts the 
benefits into an allocated pension, the RBL amount of the allocated pension is its capital value which 
is calculated as: 

Capital value = $300 000 - ($100 000 + $8000) = $192 000 

Fixed-term superannuation pensions 

The formula to calculate the capital value of a fixed-term superannuation pensions for 
RBL purposes is given in Taxation Determination TD 2000/28 as: 

Capital value = (C x F) - UPP + RCV 

where: 

C is the annualised amount of the first regular payment (calculated as the first 

regular payment x the greatest number of pension payments expected during the 
first year from the time the pension is paid); 

F is the pension valuation factor (PVF) from the Table of Pension Valuation Factors 
for Fixed Term Pensions (see Table 6.15); 

UPP is the undeducted purchase price of the pension; and 
RCVis the present value of the residual capital value of the pension, calculated 
RCV = A/(l.l) n 

where A is the residual capital value of the pension at the end of the term, and 
n is the number of years (or periods) between the commencement day 
of the pension and payment of the residual capital value. 


Example 6.23 

May has taken a 20 year fixed term superannuation pension, which is indexed annually at 5% (from 
Table 6.15 the pension valuation factor is 12). The initial monthly payment is $1200 and the pension 
has a UPP of $80 000. There is no residual capital value. The capital value of the pension for RBL 
purposes is: 

Capital value = (($1200 x 12) x 12) - $80 000 + $0 = $92 800 
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Table 6.15 

Pension valuation factors for fixed term pensions 


Pension Indexation rate 

term 


(years) 

0% 

i% 

2% 

3% 

4% 

5% 

6% 

7% 

8% 

3 

2 

2 

2 

2 

2 

2 

2 

2 

2 

4 

3 

3 

3 

3 

3 

3 

3 

3 

3 

5 

4 

4 

4 

4 

4 

4 

4 

4 

4 

6 

4 

4 

4 

4 

5 

5 

5 

5 

5 

7 

5 

5 

5 

5 

5 

5 

6 

6 

6 

8 

5 

5 

5 

6 

6 

6 

6 

7 

7 

9 

6 

6 

6 

6 

7 

7 

7 

7 

8 

10 

6 

6 

6 

7 

7 

7 

8 

8 

9 

11 

6 

7 

7 

7 

8 

8 

8 

9 

9 

12 

7 

7 

7 

8 

8 

9 

9 

10 

10 

13 

7 

7 

8 

8 

9 

9 

10 

10 

11 

14 

7 

8 

8 

9 

9 

10 

10 

11 

12 

15 

7 

8 

8 

9 

10 

10 

11 

12 

12 

16 

8 

8 

9 

10 

10 

11 

11 

12 

13 

17 

8 

8 

9 

10 

10 

11 

12 

13 

14 

18 

8 

9 

9 

10 

11 

11 

12 

13 

15 

19 

8 

9 

9 

10 

11 

12 

13 

14 

15 

20 

8 

9 

10 

10 

11 

12 

13 

15 

16 

21 

9 

9 

10 

11 

12 

13 

14 

15 

17 

22 

9 

9 

10 

11 

12 

13 

14 

16 

17 

23 

9 

10 

10 

11 

12 

13 

15 

16 

18 

24 

9 

10 

10 

11 

12 

14 

15 

17 

19 

25 

9 

10 

11 

12 

13 

14 

15 

17 

19 

26 

9 

10 

11 

12 

13 

14 

16 

18 

20 

27 

9 

10 

11 

12 

13 

15 

16 

18 

20 

28 

9 

10 

11 

12 

13 

15 

16 

19 

21 

29 

9 

10 

11 

12 

13 

15 

17 

19 

22 

30 

9 

10 

11 

12 

14 

15 

17 

19 

22 


Note: For pensions outside the values shown in the table, full details should be given to the AT0 to get the relevant valuation factor. 


Capital value of a life-time pension 

Pensions that are payable for life must be converted into a lump sum value before they 
can be measured against the RBL. 

The basic rule used to calculate the capital value of a lifetime pension uses the Pension 
Valuation Factors (PVFs) from Schedule IB of SIS Regs, in the formula: 

[Annual value of pension x PVF] - undeducted purchase price + present value of residual capital value 


Rules relating to PVFs in Schedule IB 

1 If the PVF is more than 8 per cent, the Tax Office calculates the PVF on a case by 
case basis. 

2 For any other pension use the applicable PVF (contained in Appendix 6.2). 

3 The age in the table in Appendix 6.2 is that on the day the relevant pension 
commenced. Where that age falls between two of the ages in the table, the greater 
of the two ages should be used. If a pension is not reversionary, the PVF is the 
applicable indexation rate using the 'under 50 per cent' Reversion. For example, 
the PVF for a 66 year-old with a pension indexation rate of 3.5 per cent is 8. 

4 If under the superannuation fund rules a pension is indexed to movements in 
salary, the PVF is the applicable reversion, using the 8 per cent indexation rate. 

5 If a pension is indexed to the CPI, that is the applicable indexation rate. 
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6 If under the superannuation fund rules the pension is indexed at the trustees 
discretion, the indexation rate is calculated as: 

one-fifth of the sum of the indexation rates used by the trustees for the same kind 
of pension for five years, the last of which is the rate for the income year when the 
pension commences . 

except, if the superannuation fund has existed, or has made pension payments for 
less than five continuous years, the commutation factor is the one used in rule 5. 

Example 6.24 

For a 63 year-old commencing a life-time non-reversionary pension indexed at the trustees discretion, 
which for the last five years has been 4,6,5,7 and 3 per cent respectively, the pension indexation 
rate is 5 per cent, the Reversion is 'under 50%', and therefore the PVF is 11. If the commencing 
pension is $1000 per month, the undeducted purchase price is $10 000, and there is no residual 
capital value, the capital value of the pension is calculated: 

[($1000 x 12) x 11]-$10 000 + $0 = $122 000. 

Commutation 

Where a pension which is payable for life can be commuted, the amount which a 
regulated superannuation fund can convert to a lump sum is restricted to a sum which 
does not exceed the applicable PVF in Schedule IB of SIS Regulations (see Appendix 6.2) 
applied to the pension as if commencement day were the day on which commutation 
occurs (paragraph 1.06(6)(g) and subregulation 1.08(1)). 


Commuting a pesisSii or annuity to a lump sum 

When a superannuation pension or qualifying annuity can be, and is, converted into a 
lump sum, the payment received is an ETP. If only part of the pension or annuity is 
commuted it is called a partial commutation. A partial commutation results in a 
residual pension or annuity as well as an ETP. 

A qualifying annuity is defined in s. 27A(1) of the ITAA 1936 and includes: 

■ an annuity purchased after 12 January 1987 wholly with rolled-over amounts that 
is, or has at any time been: 

■ an eligible annuity for any person, or 

■ an eligible policy within the meaning of Division 8 or 8A; 

■ a deferred annuity purchased before 13 January 1987 wholly or partly with rolled- 
over amounts which satisfied the standards that were in force at that time; or 

b an immediate annuity purchased before 10 December 1987 wholly or partly with 
rolled-over amounts. 

An eligible annuity is an annuity payable under a superannuation policy, or an 
immediate or deferred annuity purchased after the above dates, which was purchased 
wholly with rolled-over ETP amounts, where: 

b the residual capital value does not exceed the purchase price of the annuity, and 
b the total of any commutation payments does not exceed the reduced purchase 
price of an annuity which is for a fixed term. 

Where a qualifying annuity was purchased before the relevant 1987 dates with either: 

□ a mix of rolled-over ETP amounts and non-ETP capital; or 
b all non-ETP capital, 

the ETP received on commutation of the annuity to a lump sum may contain a non¬ 
qualifying component (explained above) which is taxed at the recipient's normal 
marginal rates. 
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The effect of commuting a fixed-term ETP annuity or pension into a lump sum 
(assuming no excessive component) is shown in Example 6.25. 


Example 6.25 

Margaret commenced work with her employer on 1 January 1981 and retired on 31 December 1995 
when she turned age 65. On 1 January 1996 she rolled over her $100 000 ETP from her employer- 
sponsored superannuation fund and purchased a 10-year annuity, with no residual capital value (RCV). 


Her ETP components are: 

Pre-July 83 component $16 630 

Post-June 83 component $33 370 

Undeducted contributions $50 000 

Total ETP $100 000 

Her eligible service period (ESP) is 1 January 1981 to 31 December 1995: 

Pre-July 83 component 911 days 

Post-July 83 component 4 567 days 

Total ESP 5 478 days 


Calculating the deductible amount 

The undeducted purchase price (UPP) of the annuity is the undeducted contributions (UCs) of the ETP 
money—that is, $50 000. Because the annuity is for a fixed period, Margaret's age is irrelevant, so: 


Deductible amount for a full year = 


UPP - RCV $50 000 - 0 


Term of annuity 


10 


= $5000 


On 1 January 2004 Margaret decided to commute the annuity, and received a $60 000 lump sum. 

From 1 January 1996 to 1 January 2004 Margaret claimed the following deductions against her annuity: 


Year ended 30 June 

1996 (received annuity for half year) 

1997 

1998 

1999 

2000 
2001 
2002 

2003 

2004 (received annuity for half year) 

Total amount claimed against annuity income 


Amount claimed in return 
2 500 
5 000 
5 000 
5 000 
5 000 
5 000 
5 000 
5 000 
2 500 
40 000 


Calculating Margaret's commutation ETP 

Eligible service period 

Pre-July 83 component 911 days 

Post-June 1983 component 7 489 days 

Total 8 400 days 

The total amount taken in cash is $60 000, and the UC is calculated: 

UC = Original UC - Total deductions claimed while annuity was payable 
= $50 000-$40 000 = $10 000 






STUDY GUIDE 


6.71 


Balance of UC at commutation = $15 000 

Recall that the pre-July 83 component is calculated using Formula 1 (from Figure 6.1): 

...... _ Pre-July 83 days 

Reduced retained amount of ETP x Total ESP days 

$60 000 x — 1 - dayS = $6507.14 
8400 days 

Pre-July 83 component at commutation = $6507.14 

The Post-June 83 component is calculated: 

Cash ETP - other components taken in cash 

$60 000 - $10 000 UC - $6507.14 (Pre-July 83) = $43 492.86 

Post-June 83 component at commutation = $43 492.86 

Summary of components for the year ended 30 June 2003 from commutation of ETP 


Component Amount 

Pre-July 83 $6 507.14 

Post-June 83 $43 492.86 

Undeducted contributions $10 000.00 

Total $60 000.00 


Question 6.1 Q 

The earnings rate on Margaret's 10-year annuity in Example 6.25 is 5 per cent per annum 
on the balance of the account at the end of each year. Using Table A6.13 in the Appendix, 
and given all the information in Example 6.25, calculate the ETP components when 
Margaret withdraws the balance of the fund after seven years. 

Example 6.26 illustrates commutation of a lifetime annuity. 


Example 6.26 

Margaret commenced work on 1 January 1981 and retired on 31 December 1995 when she turned age 65. 
Her husband Fred is the same age. If she had cashed her pension on retirement, the components would 
be the same as in Example 6.25. However, she decided to take an allocated pension from her employer- 
sponsored superannuation fund. The pension commenced from 1 January 1996. On 1 January 2004 
Margaret decided to commute the pension, and received a $70 000 lump sum. 

Calculate the components of the cash ETP in the year ended 30 June 2004. 


Calculating the deductible amount 

The undeducted purchase price of the pension is the undeducted contributions component of the 
ETP money—that is, $50 000. As the pension is for her lifetime, her life expectancy at age 65 is 
19.26 years (see Table 6.11 of the life expectation factors applicable from 1 January 1996 to 
31 December 1999), so: 

Deductible amount for a full year =-—- = ^ ^ = $2596 

Life expectancy 19.26 
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From 1 January 2004 to 1 January 2004 Margaret claimed the following deductions against her pension: 


Year ended 30 June Amount claimed in return 

1996 (received pension for half year) 1 298 

1997 2 596 

1998 2 596 

1999 2 596 

2000 2 596 

2001 2 596 

2002 2 596 

2003 2 596 

2004 (received pension for half year) 1 298 

Total amount claimed against pension income 20 768 


Unused undeducted purchase price (UUPP) is $50 000 - $20 768 = $29 232 

Calculating Margaret's commutation ETP 

Margaret has a UUPP of $29 232 which is returned to her tax-free as the undeducted contributions 
component of her lump sum ETR 

Eligible service period: 

Pre-July 83 911 days 

Post-July 83 7 489 days 

Total 8 400 days 

The total amount received on commutation is $70 000, and the balance of UC at commutation = $29 232 
The Pre-July 83 component is calculated using Formula 1 (from Figure 6.1): 

Pre-July 83 days 

Reduced retained amount of ETP x j 0 t a | ESP days 

$70 000 x 911days = $7591.67 
8400 days 

Pre-July 83 component at commutation = $7591.67 

The Post-June 83 component is calculated: 

Cash ETP - Other components taken in cash 

$70 000 - $29 232 (UC) - $7591.67 (Pre-July 83) = $33 176.33 

Post-June 83 component at commutation = $33 176.33 


Summary of components for the year ended 30 June 2004 from commutation of ETP 


Component Amount 

Pre-July 83 $7 591.67 

Post-June83 $33 176.33 

Undeducted contributions $29 232.00 

Total $70 000.00 
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Question 6.11 

Given the information in Example 6.26, assume Margaret is aged 60 when she starts the 
pension and the return on the pension is 5 per cent per annum on the balance of the 
account at the end of each year. Using Appendix 6.1, Table A6.2, calculate the ETP 
components when Margaret withdraws the balance of the fund on 1 January 2004. 


Case study 6.2 

Given the information in Example 6.26, and assuming that Margaret is aged 60, describe an 
undeducted contribution strategy that Margaret could use, with calculations to back up your claims. 

Assume that: 

□ Margaret has not previously withdrawn a cash ETP; 

■ any tax payable is paid from her savings which returns 4 per cent after tax; and 

□ her marginal tax rate is 30 per cent plus Medicare levy which is 1.5 per cent in the relevant years. 


Deductibility of interest on a loan to purchase an annuity 

In ANZ Savings Bank Ltd v. FCT (1995) 95 ATC 4885, it was held that interest and other 
charges incurred by the bank and a related bank were only partly deductible. 

The partnership had borrowed money, and used it, together with some of its own 
capital, to purchase units in a unit trust. The trustee of the unit trust then purchased 
annuities. The trust deed said that when receipts representing 'capital' of the trust 
fund to which the unit holder was entitled were received, units should be redeemed by 
paying the unit holder (that is, the partnership) a certain amount. 

The issue remitted to the Federal Court from the High Court was whether the interest 
on a loan and related charges were deductible when an annuity received by a trustee 
was taxed under s. 27H(l)(a) of the ITAA. The bank had argued that all of the interest 
and charges paid were deductible under s. 51(1), because s. 27H(l)(a) taxed a part of an 
annuity payment which represented the income component, and thus no part of the 
annuity was exempt income. 

It was held by Jenkinson J of the Federal Court (yvho disregarded the provision in the trust 
deed which treated the amounts paid to the partners as capital), that the capital component 
or purchase price of an annuity payment, which was excluded from assessable income in 
s. 27H, fell within the s. 6 definition of 'exempt income' because the whole of an annuity 
payment is income as a matter of law. 


Ramifications of the decision 

As a result of the decision in ANZ Savings Bank v. FCT, no deduction can be claimed under 
s. 8-1 of the ITAA 1997 (formerly s. 51(1) of the ITAA 1936) for interest on funds 
borrowed to purchase that part of an annuity which is exempt from tax. 

Carry forward losses are reduced 

Taxation Office Individual (Form I) tax returns require a person receiving an Australian 
annuity to bring in the gross amounts received from annuities. After total income 
(or loss) has been ascertained, the deductible amount is then claimed under 'Deductions'. 
However, a loss for tax purposes occurs when allowable deductions are more than 
assessable income and net exempt income in the relevant year of income. Because the 
deductible amount falls within the definition of 'exempt income', it must be added back 
before a loss can be carried forward and claimed as a carried forward loss. 
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Taxation of amounts in excess of the pension RBL 


Any part of a death benefit ETP in excess of a deceased's pension RBL entitlement, 
called the notional excessive component, is taxed at the top marginal rate of tax, 
being 47 per cent plus the Medicare levy, but if paid as a reversionary allocated 
pension, no tax is levied on the amount in the allocated pension fund. The earnings 
on the assets in the allocated pension are tax-free in the fund if an actuarial certificate 
confirms those assets are within the definition of 'segregated current pension assets'. 
The pension income to an adult is taxed at normal marginal rates, with no rebate. 

If paid as an allocated pension to a child who is a dependant of the deceased, the 
operation of s. 102AG(2) of Division 6AA of the ITAA 1936 can result in the pension 
income being taxable at normal rates of tax. That child can also receive a 15 per cent 
rebate on the assessable portion of the allocated pension. 


Superannuation Guarantee payments 


Employer contributions to satisfy Superannuation Guarantee obligations, which were 
payable for an employee who has died, can be paid directly to the employee's estate 
and treated as contributions for the deceased employee's benefit. 

Reading 6.3, 'Preparing for the big day ' looks at some of the complexities of preparing for 
retirement. Read this now and think about how life was simpler for retirees in the 'old days'. 

Some issues you might have thought about include: 
b more people in the past having just one job in their lifetime; 

B more people being able to obtain an age pension: 

m those people with superannuation pensions from defined benefit funds having an income stream linked to 
their previous salary; 
m more simple investment options; 
a the emergence of financial planning; and 
d taxation complexities. 
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Part C: Estate planning 


Part C of this module looks at some of the basic considerations in estate planning. 

Estate planning means adequately protecting the clients estate and providing for its 
distribution. It is an essential part of the financial planning process, no matter what 
the age of your client. It should start early to cater for the possibility of unexpected 
death. However, it will be seen as more pertinent to your clients as they approach and 
reach retirement age, and as their wealth increases. This part provides an overview of 
discretionary, insurance and testamentary trusts from the perspective of estate 
planning, as well as wills. You may have already studied trusts and the taxation of 
trusts in the CPA Program Taxation segment, as well as having studied these briefly at 
the end of Module 3 of this segment. This part assumes that you are familiar with your 
previous studies. If necessary, you should review them before proceeding. 

The estates of your clients may range from the very simple to the extensive and 
complex. The degree of complexity involved, the age of children, the range of assets, 
and so on, will dictate the amount of estate planning required. Estate planning takes 
into account the use, conservation and transfer of wealth during the lifetime of a 
person, and in anticipation of death. Developing an estate plan usually requires 
preparation of contracts which may include wills, trusts, deeds and a power of 
attorney. This will usually require other professional practitioners, such as a solicitor. 


Developing an estate plan 


Estate planning needs careful consideration. There are various assets to consider and 
take into account. These can include: 

□ business assets; 

■ investment assets; 

E3 family assets; 

■ superannuation benefits; 
m insurance proceeds; and 

■ any income flows from these assets. 

The simplified steps of developing an estate plan are shown in Figure 6.6. 
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Figure 6.6 

Steps in developing an estate plan 



Financial planners can follow this approach to develop an estate plan for clients. 


Step 1: Gathering information and determining the client's objectives 

A financial planner should gather information about the client and the client's family 
in order to make appropriate recommendations. A client's personal and financial 
situation and estate objectives are important in developing strategies which achieve 
estate goals. A data collection form can be used as a source of information for 
construction of an estate plan. 


Step 2: Determining the client's financial position and objectives 

A client's financial position and objectives can be determined by preparing a current 
balance sheet and income statement showing the fair market value of all assets and 
liabilities and sources of income and expenses. The actual documentation of assets 
may need to be examined for the title details and dates of acquisition to determine tax 
implications before developing an appropriate estate plan for the client. 

The financial planner needs to collect information about possible inheritances and 
gifts, and details of the client's other advisers including the life insurance broker, 
investment adviser and lawyer. 


Step 3: Determining the client's personal position and objectives 

Questionnaires can be used to determine the client's personal non-financial position 
and objectives. Financial planners need an understanding of the client's personal 
situation including family members' names, ages, occupation and health. The client's 
personal objectives are important for the orderly distribution of his or her wealth 
upon death to chosen beneficiaries, who might include the spouse, children, other 
relatives and charitable organisations. 
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Step 4: Preparing the estate plan 

An estate plan gives recommendations mainly on the client's planning for property 
transfers and personal planning for incapacity and death. The main objective of estate 
planning is to distribute the client's wealth both tax and cost-effectively to selected 
beneficiaries in the predetermined amount and at the appropriate time. To accomplish 
this, a financial planner may need help from a specialist tax adviser, lawyer, 
investment adviser and/or life insurance broker. 

Consideration must be given to the wishes of the person upon their death. Concessional 
taxation treatment to the recipient should not be the sole reason. 

Personal planning for incapacity and death requires arranging a support structure to 
take care of a surviving spouse or partner and/or children. Important considerations 
for the financial planning aspects of estate planning include: 

■ minimising transfer costs and taxes; 
o gifting or lifetime transfers of assets; 

n organising necessary cash to cover expenses in the event of the client's disability 
or death; and 

■ setting up strategies for business succession. 


Step 5: Implementing the plan 

Having analysed and discussed the client's personal, financial and estate objectives, 
the financial planner can implement the plan with the help of other professionals. 

The transfer documents are executed by the client after a lawyer draws up the documents. 


Step 6: Following up, reviewing 

Financial planners need to review and update the estate plan as a client's personal 
situation, objectives and laws change. Personal changes could include a marriage, 
divorce, a child, death of a beneficiary, an unexpected windfall, an unknown 
inheritance, change of country and/or employment. 

The complete estate plan can include many elements such as individual and joint 
bank accounts, property held, a will, superannuation, trusts, pension benefits, death 
benefits provided by an employer, and life insurance. Therefore, a complete estate plan 
needs to meet certain criteria including: 

■ meeting the client's short-term and long-term objectives and needs; 

■ providing the optimum outcome for surviving beneficiaries; 

■ being easy and economical to administer; 

□ providing sufficient liquidity; 

■ taking into account income and other taxes and charges; 

■ having sufficient flexibility to deal with changes in a client's personal and 
financial circumstances; 

□ dealing with the possible risks that can affect both the person making the plan 
and the beneficiaries of assets and income; 

■ taking into account market and economic factors and inflation; and 

■ coping with contingencies such as: 

d death of beneficiaries before the death of the testator; 

■ property not included in the estate plan; 
o the estate growing or shrinking; 

a changing tax laws detrimentally affecting the estate plan; and 
b changing the executor(s). 
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Preparation of legal documents 

PP 3 Preparation of Legal Documents ( Members' Handbook) points out that the preparation 
of certain legal documents is reserved to persons with the requisite legal qualifications. 

If your knowledge and expertise is limited in insurance, taxation or law you must seek 
advice and help from other professional practitioners. 

Whilst the preparation of wills, trust deeds, powers of attorney and any other legal 
instruments is restricted to legal practitioners, in many instances you will, due to your 
intimate knowledge of your client's financial affairs, be in a better position to discuss 
various inclusions and variations that should be considered in the drawing up of 
required legal instruments. 

It is important that you read PP 3 now and be familiar with its content. This section of Module 6 
presumes that you have a clear understanding of the limitations imposed by PP 3. 


Beneficiaries of superannuation 

The treatment of payment of death benefits will depend on whether the beneficiary 
(or beneficiaries) is a dependant or a non-dependant for tax purposes. 

If a dependant (for tax purposes) is the recipient of benefits from a superannuation 
fund, the amount will be paid directly to the beneficiary tax-free, or, where there is a 
reversionary pension which can be commuted to a lump sum, the amount will be 
tax-free if this is done within six months of the member's death. 

Where a non-dependant (for tax purposes) is the recipient, the lump sum will be taxed 
as a death benefit ETP (previously discussed). 

If no beneficiary is nominated, the proceeds may be paid to the member's estate. 

They will be taxed as death benefit ETPs unless the Commissioner of Taxation is 
satisfied that the proceeds will be paid to a member's dependant (for tax purposes). 


Dependants of the deceased 

The ITAA and SIS provide different defintions of dependants. SIS governs who a trustee 
of a regulated superannuation fund can pay death benefits to, while the ITAA definition 
determines the recipients liability to income tax. 

Dependants of a deceased person for income tax purposes are the deceased's: 

□ spouse; 

■ de facto spouse; 
m former spouse, 

□ child under age 18; or 

■ some other person who is dependent on the deceased at the date of death or at 
the time of payment of the death benefit. 

Financial dependence 

A death benefit will be taxed concessionally when the recipient was financially 
dependent on the deceased. In determining financial dependency, each case needs to 
be individually assessed. 
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Financial dependence can be illustrated in the case of Malek v. FC ofT 99 ATC 2294. 
The recipient Mrs Malek received a death benefit of $157 384 from her son. 

Mrs Malek lived with her son and claimed she was a dependant on her son in a 
financial, emotional and physical sense, and therefore there should be no tax payable 
on the payment. The AAT claimed it is the person's normal standard of living that 
should be used in determining financial dependency. Even though Mrs Malek was 
receiving a disability support pension, it was evident that she was reliant on her son to 
maintain her normal standard of living. The AAT therefore found that Mrs Malek was 
a dependant within the normal meaning of the word and therefore s. 27A(1) of the 
ITAA 1936. 

Dissatisfaction with a trustee's decision 

For non-self managed superannuation funds, dependants who are dissatisfied with a 
trustee's decision can complain to the Superannuation Complaints Tribunal that the 
decision was unfair or unreasonable. The Tribunal will firstly try to resolve the 
complaint by conciliation, but if this fails, it will review the trustee's decision. 


Non-dependants 

Generally, premiums paid by a superannuation fund to provide death cover for members 
are an allowable deduction. However, death benefits, up to the deceased's pension RBL, 
paid to non-dependants are taxed at up to 30 per cent plus Medicare levy. Advisers should 
therefore consider the wisdom of advising a client without dependants to pay such 
premiums from a superannuation fund, rather than personally, where all benefits paid on 
death will be tax free. 

When a person has died and the taxed superannuation fund is claiming, or has 
claimed, a tax deduction for the cost of providing death or disability benefits under 
ss. 279 or 279B of the ITAA 1936, the post-June 1983 component of the death benefit 
ETP may have both a taxed element and an untaxed element. This occurs on the death 
of a member when the benefit is paid to a non-dependant. When premiums for the 
death cover have been claimed as a tax deduction by that superannuation fund, part 
of the death benefit paid to non-dependants is taxed at 30 per cent plus Medicare levy. 
The balance of the death benefit ETP paid to the non-dependant is a taxed element of 
a death benefit ETP, and is taxed at 15 per cent plus Medicare levy. Remember, this is 
up to the deceased's pension RBL. 

The taxed element of the death benefit ETP is calculated from the formula contained 
in s. 27AB(3)(b): 

£T p ^ Days in eligible service period 
Days in total service period 


where: 

ETP 

Days in ESP 


= amount of ETP less any excessive component 
= number of days in eligible service period 


Days in total = days in the ESP + days in the period from the date of the member's 
service period death to that member's last retirement date (last retirement date is when 
the member would have reached age 65, had to retire when reaching a 
particular age, or completed a particular period of service (s. 27(1)). 


The untaxed element = ETP - Taxed element 
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Example 6.27 

A complying superannuation fund pays death and disability insurance for its members, and claims a 
deduction for premiums under s. 279. 

A member without dependants dies and there is a death insurance benefit of $100 000 payable to the 
non-dependent beneficiaries. The member had completed four full years of service (1461 days), and 
the last retirement date (if the member had not died) would have been when the member had 
completed 20 years of service (7671 days). 

At the time of a member’s death the following applies: 

1461 days . 

Post-June 1983 taxed element: $100 000 x ~ -$ 19 U4b 

7671 days 

Post-June 1983 untaxed element: $100 000 - $19 046 = $80 954 

Tax payable on the amount paid to the non-dependent beneficiaries is: 

$19 046x16.5% = $3143 

$80 954x31.5% = $25 501 

Total tax payable = $28 644 

There is no requirement for a superannuation fund to deduct tax from payments 
made to the executor of a deceased estate. However, the executor of a deceased estate, 
who is often a person without specialised tax knowledge (for example, the parent of a 
deceased child), or the superannuation fund trustee, is required to deduct tax from 
such distributions paid directly to non-dependent beneficiaries. 


Wills 


A will is a legal declaration which gives details of what people want done with their 
property and other matters when they die. A will can also specify the type of funeral 
arrangements the testator prefers. It can be changed or revoked at any time prior to a 
person's death, but becomes legally enforceable upon that person's death, provided it is 
valid. Within certain limitations, people can will their property to whoever they wish. 

A will should also provide details of who will benefit if a beneficiary predeceases the 
testator. An appropriate procedure of disposition of estate in the event of a common 
disaster should also be included in the will. It is important to have a valid, witnessed and 
up-to-date will to complete estate planning. A will should be reviewed periodically in 
order to avoid the possibility of assets not being distributed in accordance with the 
testator's current wishes. 

Wills need to be reviewed and if necessary rewritten: 

□ upon marriage; 

□ after divorce; 

■ when entering into a de facto relationship; 

■ after the birth of a child or grandchild; 

■ after a marriage breakdown or the end of a de facto relationship; 

■ after the death of a beneficiary or executor; 

s upon acquisition of property which is to be left to a particular beneficiary; 

■ upon disposal of property which has been left to a particular beneficiary; and 

■ desired change or introduction of new beneficiary. 
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Importantly, a will is rendered invalid by marriage but not in the event of divorce. 

When a will is rewritten the following matters should be considered: 

■ effect on Social Security entitlements; 

■ whether the needs of dependants will be met; 

■ to which dependants the trustee of a superannuation fund will distribute 
superannuation benefits; 

■ taxation, stamp duty and capital gains tax issues; 

□ control and transfer of family businesses, trusts and companies; 

■ the financial impact of time delays in distribution of the estate; and 

■ whether any of the beneficiaries are likely to become bankrupt. 

It is important to prepare a will, because dying intestate results in the distribution of 
assets according to the intestacy rules. These vary from State to State and might not 
accord with the person's wishes. 


Executors 

The executor of a will should be a person who is willing to administer the estate. 
Important characteristics of an executor include: 

■ integrity and loyalty to the testator and the testator's family; 

■ likelihood of outliving the testator; 

a familiarity with the testator's wishes and estate; and 

■ competency in managing legal and financial matters. 


Funeral planning 


Funeral planning during a person's lifetime can ease financial and emotional strain on 
those left to make arrangements. 

An investment can be made through a funeral bond. Usually offered by friendly 
societies, they allow you to finance a person's funeral expenses through regular savings 
during their lifetime. The income accumulated on the bond is not taxable and the 
earnings are paid tax free on the death of the owner to the estate. The bond is exempt 
from the income and assets tests if the total amount invested is less than $5000. 

Prepaid funerals, where the funeral arrangements are all made and paid for at today's 
price, is another option. Prepaid funerals will not be included in the assets test in 
determining a clients eligibility for the aged pension (Module 7). 

Funeral planning is an important part of estate planning, particularly for low- 
income families. 
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Trusts 


As the rules applying to trusts are complex, it is wise to consult an expert in this field, 
such as a trust lawyer, for further assistance if you are considering this course of action 
for your clients. 


Discretionary trusts 

Proper succession planning is necessary for a discretionary trust. The appointor of the 
trustee has total control over the discretionary trust. Where there is a discretionary trust, 
an appropriate appointor is required when an individual is the trustee. An alternative is 
to collapse the trust upon death. 

A major benefit of a discretionary trust is that the assets are owned by the trust, not 
the individual, so upon death the assets remain the trust's property and there are no 
stamp duty or capital gains tax problems with which to contend. 


Testamentary trusts 

A testamentary (or will) trust is a personal trust created under a will. Like a will, it only 
comes into effect on the testator's death. Testamentary trusts are not always 
appropriate. The time when they can be appropriate is when the primary beneficiaries, 
or the children or grandchildren of the primary beneficiaries, are under age 18. 

Clients may want to create trusts for two reasons: 

□ to avoid making outright transfers to family members (such as spouse and 

children), a concern which may arise if the client believes that the asset may be 
dissipated, transferred to unwanted beneficiaries or invested unwisely; and 
■ to increase the level of tax savings through reduction of income and 
transferring taxes. 

The main advantages of a testamentary trust are listed below. 


Taxation 

■ No tax returns are required until after death. 

■ Any capital gains tax liability is delayed until the sale of assets. 

■ Income splitting is possible. 

□ Children under age 18 can receive distributions which are taxed at normal rates, 
that is, $6000 tax free instead of the penalty children's tax rates under Division 
6AA of the ITAA 1936. 

Social security 

Centrelink does not usually deem capital left via a trust to have been received until it 
is distributed to a recipient of a Commonwealth Government payment if there is more 
than one beneficiary (for example, if investments are distributed to a trust for the 
benefit of children and future grandchildren). However, note that any income earned 
by the trust must be distributed and declared to Centrelink. 


Stamp duty 

No stamp duty is payable to set up the testamentary trust. 
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Flexibility 

The trust can be changed at any point during a person's lifetime. It can be tailored to 
the client's needs. For example, the trust property can be retained in trust until any 
date specified by the client, but guardianship of property is surrendered when a 
beneficiary reaches the age of majority. 

Control 

A testamentary trust will protect the assets and carry out a person's wishes even after 
death (if this is desired). 

Example 6.28 shows how a testamentary trust might be set up. 


Example 6.28 

A man dies and leaves a $1 million net estate in trust. 

Wife receives: 

■ life income from the $1 million; 

■ some rights of withdrawal; and 

■ trust principal for her own and children's support or education at the trustee's discretion. 

Upon wife's death: 

Balance of principal is divided into equal shares, in trust, for the children or their issue. 

Children receive: 

■ life income from their share of the trust; 

■ some rights of withdrawal for their (or their issue's) support or education at the trustee's 
discretion; and 

■ the right to withdraw some or all of the principal at say age 25. 


Insurance proceeds trusts 

Division 6AA of the ITAA 1936 imposes special high rates of tax on most non-personal 
exertion income of minors. There are, however, some exceptions where normal tax 
rates apply. These exceptions include certain insurance, superannuation and 
compensation payments paid in consequence of a person's death or disability. 


Example 6.29 

A father of three young children was killed in a boating accident. His life was insured for $500 000. 

If the only nominated beneficiary was his wife and none of their three young children were nominated 
as beneficiaries of the policy, the wife may not be able to share her income with her children in a tax- 
effective way. 

If, on the other hand, the policy nominated the four dependants as beneficiaries and the wife, under 
the terms of the policy, was given a discretion as to what proportion of the insurance proceeds and 
the resulting income is, in a given year, paid to or applied for the benefit of the four beneficiaries, the 
tax payable would not be subject to Division 6AA. 

The wife should try to ensure that the income distributed to the children is applied for their benefit— 
for example, spent on living expenses and school fees—otherwise balances would build up over time 
and those balances would be the property of the children and payment could be demanded once the 
children were adults. 
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Power of attorney 

A power of attorney is a formal deed which empowers another person to represent a 
person and to act on their behalf. A power of attorney is a useful tool when a person 
becomes unable to manage his/her own affairs. A power of attorney can be created by 
completing a standard form available from a newsagent or law stationer and signing it 
in the presence of witnesses. It can be tailored to meet a specific requirement for a 
limited period of time, for example, the attorney can have operating power over 
specific investments for a specific period of time. Clients owning smaller estates can 
choose a power of attorney instead of a guardianship or trust which are more 
expensive to create and administer. 

It is an important decision to give somebody a power of attorney which by its very 
nature encompasses broad powers. The granting of a power of attorney means legally 
appointing a person or organisation to make decisions, sign documents and generally 
act on behalf of a person in various matters. This is useful where a person is ill and 
unable to look after his or her own affairs. The appropriation of the power of attorney 
must be made carefully. The chosen person who is given a power of attorney needs to 
be trustworthy and have objectives similar to those of the principal and be available 
for service during the principaTs lifespan. Some clients may perceive granting a power 
of attorney as a loss of autonomy to manage their own affairs and they may resist it. 

The nominated person for power of attorney has to exercise power personally without 
delegating onto others, unless the power of attorney document specifies it. A power of 
attorney generally ceases to be operative when the principal becomes mentally 
incapacitated. This problem can be overcome by creating an enduring power of 
attorney. An enduring power of attorney remains in force until it is revoked or death. 

The laws relating to powers of attorney are very complex and a solicitor is generally 
consulted to prepare an appropriately worded document before an enduring power of 
attorney is granted to another person. 


Guardianship 


Guardianship should be addressed if there are dependent children. Parents are the 
natural and legal guardians of their children, and when one parent dies, the other 
assumes the role of sole guardian. If both parents die, the state selects a parental 
guardian for any surviving children. The court usually appoints the person nominated 
in the parents' will unless the nominee is unable or unwilling to perform. 

The nomination of a person as guardian in a will can be the most important part of 
estate planning for young parents. An ideal parental guardian should have certain 
attributes such as integrity, experience, maturity, concern for surviving children and 
an ability to provide a stable personal environment. These characteristics may not be 
found in one person, therefore nominating more than one parental guardian would 
reduce the risk of an undesirable appointment. 

An estate guardian or a financial guardian is appointed by the court in a similar way to 
appointing a parental guardian. However, the selection criteria for an estate guardian 
is very different from the selection of a parental guardian. The estate guardian is 
required to have skills in financial management. Estate guardians have little or no 
discretionary authority and they must obtain court permission before engaging in 
most property transactions. Selection and appointment of an estate guardian is 
important for the care of the incapacitated client's property in estate planning. 
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Taxation considerations in estate planning 


Taxation planning is an important segment of successful estate planning in which a 
wealth transfer takes place upon death of the client. Financial planners need to be 
fully aware of estate transfer taxation issues in order to provide sound and correct 
financial advice so that beneficiaries pay legally minimum tax on the transfer of assets 
of the deceased. 

There are four major issues to consider regarding tax rates on income from deceased 
estates, and these are whether: 

(i) the beneficiary is entitled to income from the estate or trust; 

(ii) the beneficiary has a legal disability; 

(iii) the trustee is assessed on the income from a deceased estate or an estate which 
has not yet been fully administered—a normal tax rate will then apply to the 
estate; and 

(iv) the trustee is assessed on income which has been fully administered but the 
income is accumulating in the estate or trust, instead of being allocated to 
beneficiaries—if so, the top marginal tax rate applies. 

The CPA Program Taxation segment provides sufficient information on taxation of 
deceased estates and capital gains. 

Please , if necessary, review this material now. 
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Part D: Review 


In this module, we discussed the third stage of the superannuation life cycle—payment 
of benefits. Specifically, we elaborated on eligible termination payments and their 
components, calculation of these components and how they are taxed. The meanings of 
bona fide redundancy and approved early retirement schemes were explained along 
with associated tax issues. Other payments and their taxation consequences which were 
discussed included annual leave, leave loading and long service leave. The module also 
outlined some strategies to maximise ETP outcomes. Discussion on retirement benefits 
included explanations of pensions vis-a-vis annuities and taxation of amounts in excess 
of the pension RBL. Development of an estate plan, an essential part of financial 
planning process, was outlined. Finally, issues relating to wills, funeral planning, trusts 
and power of attorney were also briefly covered. 

Modules 4, 5 and 6 together explained the three stages of the superannuation life cycle . At this 
point you may like to go back to 'Part A: Life cycle approach to superannuation' in Module 4 to 
refresh your knowledge and understanding of the three stages . 
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Table A6.1 


Allocated pension 'minimum payments'; purchase price of allocated pension 
fund earning rate = 5% p.a. 

Account Minimum pension Minimum pension 

Age balance ($) factor withdrawal ($) Fund return ($) 

60 

100 000 

17.8 

5 617.98 

4 719.10 

61 

99101 

17.4 

5 695.47 

4 670.28 

62 

98 076 

17.0 

5 769.17 

4 615.34 

63 

96 922 

16.6 

5 838.68 

4 554.17 

64 

95 638 

16.2 

5 903.56 

4 486.70 

65 

94 221 

15.7 

6 001.32 

4 410.97 

66 

92 630 

15.3 

6 054.27 

4 328.81 

67 

90 905 

14.9 

6101.00 

4 240.20 

68 

89 044 

14.4 

6 183.62 

4143.02 

69 

87 004 

14.0 

6 214.54 

4 039.45 

70 

84 828 

13.5 

6 283.59 

3 927.24 

71 

82 472 

13.1 

6 295.58 

3 808.83 

72 

79 985 

12.6 

6 348.04 

3 681.86 

73 

77 319 

12.2 

6 337.64 

3 549.08 

74 

74 531 

11.7 

6 370.14 

3 408.02 

75 

71 568 

11.3 

6 333.49 

3 261.75 

76 

68 497 

10.8 

6 342.29 

3 107.72 

77 

65 262 

10.4 

6 275.21 

2 949.35 

78 

61 936 

10.0 

6193.63 

2 787.13 

79 

58 530 

9.5 

6161.03 

2 618.44 

80 

54 987 

9.1 

6 042.55 

2 447.23 

81 

51 392 

8.7 

5 907.12 

2 274.24 

82 

47 759 

8.3 

5 754.10 

2 100.25 

83 

44105 

7.9 

5 582.93 

1 926.11 

84 

40 448 

7.5 

5 393.11 

1 752.76 

85 

36 808 

7.1 

5184.23 

1 581.19 
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Table A6.2_ 

Allocated pension 'maximum payments'; purchase price of allocated pension = $100 000; 
fund earning rate = 5% p.a. 


Account Maximum pension Maximum pension 


Age 

balance 1$) 

factor 

withdrawal ($) 

Fund return ($) 

60 

100 000 

9.0 

11 111.11 

4 444.44 

61 

93 333 

8.9 

10 486.89 

4142.32 

62 

86 989 

8.7 

9 998.71 

3 849.50 

63 

80 840 

8.5 

9 510.54 

3 566.45 

64 

74 895 

8.3 

9 023.55 

3 293.60 

65 

69166 

8.1 

8 538.95 

3 031.33 

66 

63 658 

7.9 

8 057.96 

2 780.00 

67 

58 380 

7.6 

7 681.57 

2 534.92 

68 

53 233 

7.3 

7 292.23 

2 297.05 

69 

48 238 

7.0 

6 891.16 

2 067.35 

70 

43 414 

6.6 

6 577.92 

1 841.82 

71 

38 678 

6.2 

6 238.42 

1 621.99 

72 

34 062 

5.8 

5 872.72 

1 409.45 

73 

29 598 

5.4 

5 481.20 

1 205.86 

74 

25 323 

4.8 

5 275.66 

1 002.37 

75 

21 050 

4.3 

4 895.32 

807.73 

76 

16 962 

3.7 

4 584.40 

618.89 

77 

12 997 

3.0 

4 332.26 

433.23 

78 

9 098 

2.2 

4 135.34 

248.12 

79 

5 211 

1.4 

3 721.80 

74.44 

80 

1563 

1.0 

1 563.16 

0.00 

81 

0 

1.0 

0.00 

0.00 

82 

0 

1.0 

0.00 

0.00 

83 

0 

1.0 

0.00 

0.00 

84 

0 

1.0 

0.00 

0.00 

85 

0 

1.0 

0.00 

0.00 
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Table A6.3 _ 

Allocated pension 'minimum payments'; purchase price of allocated pension = $100 000; 
fund earning rate = 8% p.a. 


Account Minimum pension Minimum pension 


Age 

balance ($) 

factor 

withdrawal ($) 

Fund return 1$) 

60 

100 000 

17.8 

5 617.98 

7550.56 

61 

101 933 

17.4 

5 858.19 

7 685.95 

62 

103 760 

17.0 

6103.55 

7 812.54 

63 

105 469 

16.6 

6 353.57 

7 929.26 

64 

107 045 

16.2 

6 607.72 

8 034.98 

65 

108 472 

15.7 

6 909.06 

8 125.06 

66 

109 688 

15.3 

7169.17 

8 201.53 

67 

110721 

14.9 

7 430.92 

8 263.18 

68 

111 553 

14.4 

7 746.73 

8 304.49 

69 

112111 

14.0 

8 007.91 

8 328.22 

70 

112 431 

13.5 

8 328.22 

8 328.22 

71 

112 431 

13.1 

8 582.52 

8 307.88 

72 

112156 

12.6 

8 901.30 

8 260.40 

73 

111 515 

12.2 

9 140.61 

8189.99 

74 

110 565 

11.7 

9 449.99 

8 089.19 

75 

109 204 

11.3 

9 664.07 

7 963.20 

76 

107 503 

10.8 

9 954.00 

7 803.93 

77 

105 353 

10.4 

10130.10 

7 617.84 

78 

102 841 

10.0 

10 284.08 

7 404.54 

79 

99 961 

9.5 

10 522.24 

7155.12 

80 

96 594 

9.1 

10 614.74 

6 878.35 

81 

92 858 

8.7 

10 673.31 

6 574.76 

82 

88 759 

8.3 

10 693.88 

6 245.23 

83 

84 311 

7.9 

10 672.22 

5 891.07 

84 

79 529 

7.5 

10 603.92 

5 514.04 

85 

74 440 

7.1 

10 484.44 

5116.41 
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Table A6.4__ 

Allocated pension 'minimum payments'; purchase price of allocated pension = $100 000; 
fund earning rate = 8% p.a. 


Age 

Account 
balance ($) 

Maximum pension 
factor 

Maximum pension 
withdrawal 1$) 

Fund return ($) 

60 

100 000 

9.0 

11 111.11 

7111.11 

61 

96 000 

8.9 

10 786.52 

6 817.08 

62 

92 031 

8.7 

10 578.23 

6 516.19 

63 

87 969 

8.5 

10 349.24 

6 209.54 

64 

83 829 

8.3 

10 099.86 

5 898.32 

65 

79 627 

8.1 

9 830.53 

5 583.74 

66 

75 380 

7.9 

9 541.84 

5 267.09 

67 

71 106 

7.6 

9 356.02 

4 939.98 

68 

66 690 

7.3 

9 135.58 

4 604.33 

69 

62158 

7.0 

8 879.78 

4 262.29 

70 

57 541 

6.6 

8 718.33 

3 905.81 

71 

52 728 

6.2 

8 504.59 

3 537.91 

72 

47 762 

5.8 

8 234.79 

3162.16 

73 

42 689 

5.4 

7 905.40 

2 782.70 

74 

37 566 

4.8 

7 826.34 

2 379.21 

75 

32119 

4.3 

7 469.61 

1 971.98 

76 

26 622 

3.7 

7195.05 

1 554.13 

77 

20 981 

3.0 

6 993.59 

1 118.97 

78 

15106 

2.2 

6 866.43 

659.18 

79 

8 899 

1.4 

6 356.35 

203.40 

80 

2 746 

1.0 

2 745.95 

0.00 

81 

0 

1.0 

0.00 

0.00 

82 

0 

1.0 

0.00 

0.00 

83 

0 

1.0 

0.00 

0.00 

84 

0 

1.0 

0.00 

0.00 

85 

0 

1.0 

0.00 

0.00 


Table A6.5 

Deductible amount for a male and female for an annuity or allocated pension which 
commenced after 1 January 2000* 


Male Female 

Annuity cost $100 000 $100 000 

Age 60 life expectation factor 20.05 24.11 

Deductible amount $4 988 $4148 


The data in this table is used in Tables A6.6 to A6.15. 
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Table A6.6 


Purchase price of allocated pension = $100 000 (ETP all undeducted contributions); fund earning rate = 
8% p.a.; male age 60 (if maximum pension withdrawal made each year) 


Gross tax 


Age 

Account 
balance ($) 

Maximum 

PF* 

Maximum 
pension ($) 

Fund 

return ($) 

Deductible 

amount ($) 

Taxable 

income (S) 

payable 
@30% ($) 

Less 15% 

rebate ($) 

Net tax 
payable ($) 

60 

100 000 

9.0 

11 111 

7111 

4 988 

6123 

1 836.90 

918.45 

918.45 

61 

96 000 

8.9 

10 787 

6 817 

4 988 

5 799 

1 739.70 

869.85 

869.85 

62 

92 031 

8.7 

10 578 

6 516 

4 988 

5 590 

1 677.00 

838.50 

838.50 

63 

87 969 

8.5 

10 349 

6 210 

4 988 

5 361 

1 608.30 

804.15 

804.15 

64 

83 829 

8.3 

10100 

5 898 

4 988 

5112 

1 533.60 

766.80 

766.80 

65 

79 627 

8.1 

9 831 

5 584 

4 988 

4 843 

1 452.90 

726.45 

726.45 

66 

75 380 

7.9 

9 542 

5 267 

4 988 

4 554 

1 366.20 

683.10 

683.10 

67 

71 106 

7.6 

9 356 

4 940 

4 988 

4 368 

1 310.40 

655.20 

655.20 

68 

66 690 

7.3 

9136 

4 604 

4 988 

4148 

1 244.40 

622.20 

622.20 

69 

62158 

7.0 

8 880 

4 262 

4 988 

3 892 

1167.60 

583.80 

583.80 

70 

57 541 

6.6 

8 718 

3 906 

4 988 

3 730 

1119.00 

559.50 

559.50 

71 

52 728 

6.2 

8 505 

3 538 

4 988 

3 517 

1 055.10 

527.55 

527.55 

72 

47 762 

5.8 

8 235 

3162 

4 988 

3 247 

974.10 

487.05 

487.05 

73 

42 689 

5.4 

7 905 

2 783 

4 988 

2 917 

875.10 

437.55 

437.55 

74 

37 566 

4.8 

7 826 

2 379 

4 988 

2 838 

851.40 

425.70 

425.70 

75 

32119 

4.3 

7 470 

1 972 

4 988 

2 482 

744.60 

372.30 

372.30 

76 

26 622 

3.7 

7195 

1 554 

4 988 

2 207 

662.10 

331.05 

331.05 

77 

20 981 

3.0 

6 994 

1 119 

4 988 

2 006 

601.80 

300.90 

300.90 

78 

15106 

2.2 

6 866 

659 

4 988 

1 878 

563.40 

281.70 

281.70 

79 

8 899 

1.4 

6 356 

203 

4 988 

1368 

410.40 

205.20 

205.20 

80 

2 746 

1.0 

2 746 

0 

2 746 

0 

0.00 

0.00 

0.00 

81 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

82 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

83 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

84 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

85 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

Total 







22 794.00 

11 397.00 

11 397.00 


Note: Rounding effect may result in minor discrepancies. 
* PF = Pension factor. 






S.6 APPENDIX 1 


Table A6.7 _ 

Purchase price of allocated pension = $100 000 (ETP all undeducted contributions); fund earning rate = 
8% p.a.; female age 60 (if maximum pension withdrawal made each year) 


Gross tax 


Age 

Account Maximum 
balance {$) PF* 

Maximum 
pension ($) 

Fund 

return ($) 

Deductible 
amount ($) i 

Taxable 

income ($) 

payable 
@ 30% |$) 

Less 15% 

rebate (S) 

Net tax 
payable ($) 

60 

100 000 

9.0 

11 111 

7111 

4148 

6 963 

2 088.90 

1 044.45 

1 044.45 

61 

96 000 

8.9 

10 787 

6 817 

4148 

6 639 

1 991.70 

995.85 

995.85 

62 

92 031 

8.7 

10 578 

6516 

4148 

6 430 

1 929.00 

964.50 

964.50 

63 

87 969 

8.5 

10 349 

6 210 

4148 

6 201 

1 860.30 

930.15 

930.15 

64 

83 829 

8.3 

10100 

5 898 

4148 

5 952 

1 785.60 

892.80 

892.80 

65 

79 627 

8.1 

9 831 

5 584 

4148 

5 683 

1 704.90 

852.45 

852.45 

66 

75 380 

7.9 

9 542 

5 267 

4148 

5 394 

1 618.20 

809.10 

809.10 

67 

71 106 

7.6 

9 356 

4 940 

4148 

5 208 

1 562.40 

781.20 

781.20 

68 

66 690 

7.3 

9136 

4 604 

4148 

4 988 

1 496.40 

748.20 

748.20 

69 

62158 

7.0 

8 880 

4 262 

4148 

4 732 

1 419.60 

709.80 

709.80 

70 

57 541 

6.6 

8 718 

3 906 

4148 

4 570 

1371.00 

685.50 

685.50 

71 

52 728 

6.2 

8 505 

3 538 

4148 

4 357 

1 307.10 

653.55 

653.55 

72 

47 762 

5.8 

8 235 

3162 

4148 

4 087 

1 226.10 

613.05 

613.05 

73 

42 689 

5.4 

7 905 

2 783 

4148 

3 757 

1 127.10 

563.55 

563.55 

74 

37 566 

4.8 

7 826 

2 379 

4148 

3 678 

1 103.40 

551.70 

551.70 

75 

32 119 

4.3 

7 470 

1 972 

4148 

3 322 

996.60 

498.30 

498.30 

76 

26 622 

3.7 

7195 

1 554 

4148 

3 047 

914.10 

457.05 

457.05 

77 

20 981 

3.0 

6 994 

1 119 

4148 

2 846 

853.80 

426.90 

426.90 

78 

15106 

2.2 

6 866 

659 

4148 

2 718 

815.40 

407.70 

407.70 

79 

8 899 

1.4 

6 356 

203 

4148 

2 208 

662.40 

331.20 

331.20 

80 

2 746 

1.0 

2 746 

0 

2 746 

0 

0.00 

0.00 

0.00 

81 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

82 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

83 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

84 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

85 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

Total 







27 834.00 

13 917.00 

13 917.00 


Note: Rounding effect may result in minor discrepancies. 
* PF = Pension factor. 






APPENDIX 1 


6.7 


Table A6.8 

Purchase price of allocated pension = $100 000 (ETP 50% undeducted contributions, 50% post-June 83 
taxed element); fund earning rate = 8% p.a.; male age 60 (if maximum pension withdrawal made 
each year) 


Gross tax 


Age 

Account 

balance ($) 

Maximum 

PF # 

Maximum 
pension (S) 

Fund 

return ($) 

Deductible 

amount ($) 

Taxable 

income ($) 

payable 
@ 30% ($) 

Less 15% 

rebate ($) 

Net tax 
payable ($) 

60 

100 000 

9.0 

11 111 

7111 

2 494 

8 617 

2 585.10 

1 292.55 

1 292.55 

61 

96 000 

8.9 

10 787 

6817 

2 494 

8 293 

2 487.90 

1 243.95 

1 243.95 

62 

92 031 

8.7 

10 578 

6 516 

2 494 

8 084 

2 425.20 

1 212.60 

1 212.60 

63 

87 969 

8.5 

10 349 

6210 

2 494 

7 855 

2 356.50 

1 178.25 

1 178.25 

64 

83 829 

8.3 

10100 

5 898 

2 494 

7 606 

2 281.80 

1 140.90 

1 140.90 

65 

79 627 

8.1 

9 831 

5 584 

2 494 

7 337 

2 201.10 

1 100.55 

1 100.55 

66 

75 380 

7.9 

9 542 

5 267 

2 494 

7 048 

2114.40 

1 057.20 

1 057.20 

67 

71 106 

7.6 

9 356 

4 940 

2 494 

6 862 

2 058.60 

1 029.30 

1 029.30 

68 

66 690 

7.3 

9136 

4 604 

2 494 

6 642 

1 992.60 

996.30 

996.30 

69 

62158 

7.0 

8 880 

4 262 

2 494 

6 386 

1 915.80 

957.90 

957.90 

70 

57 541 

6.6 

8 718 

3 906 

2 494 

6 224 

1 867.20 

933.60 

933.60 

71 

52 728 

6.2 

8 505 

3 538 

2 494 

6011 

1 803.30 

901.65 

901.65 

72 

47 762 

5.8 

8 235 

3162 

2 494 

5 741 

1 722.30 

861.15 

861.15 

73 

42 689 

5.4 

7 905 

2 783 

2 494 

5411 

1 623.30 

811.65 

811.65 

74 

37 566 

4.8 

7 826 

2 379 

2 494 

5 322 

1 599.60 

799.80 

799.80 

75 

32119 

4.3 

7 470 

1 972 

2 494 

4 976 

1 492.80 

746.40 

746.40 

76 

26 622 

3.7 

7195 

1 554 

2 494 

4 701 

1 410.30 

705.15 

705.15 

77 

20 981 

3.0 

6 994 

1 119 

2 494 

4 500 

1 350.00 

675.00 

675.00 

78 

15106 

2.2 

6 866 

659 

2 494 

4 372 

1 311.60 

655.80 

655.80 

79 

8 899 

1.4 

6 356 

203 

2 494 

3 862 

1 158.60 

579.30 

579.30 

80 

2 746 

1.0 

2 746 

0 

2 494 

252 

75.60 

37.80 

37.80 

81 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

82 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

83 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

84 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

85 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

Total 







37 833.60 

18 916.80 

18 916.80 


Note: Rounding effect may result in minor discrepancies. 
* PF = Pension factor. 






6.8 APPENDIX 1 


Table A6.9 ___ 

Purchase price of allocated pension = $100 000 (ETP 50% undeducted contributions, 50% post-June 83 
taxed element); fund earning rate = 8% p.a.; female age 60 (if maximum pension withdrawal made 
each year) 


Gross tax 


Age 

Account Maximum 

balance ($) PF* 

Maximum 

pension ($) 

Fund 

return ($) 

Deductible 

amount ($) i 

Taxable 

income ($) 

payable 
@ 30% ($) 

Less 15% 

rebate ($) 

Net tax 
payable ($) 

60 

100 000 

9.0 

11 111 

7111 

2 074 

9 037 

2711.10 

1 355.55 

1 355.55 

61 

96 000 

8.9 

10 787 

6 817 

2 074 

8 713 

2 613.90 

1 306.95 

1 306.95 

62 

92 031 

8.7 

10 578 

6 516 

2 074 

8 504 

2 551.20 

1 275.60 

1 275.60 

63 

87 969 

8.5 

10 349 

6 210 

2 074 

8 275 

2 482.50 

1 241.25 

1 241.25 

64 

83 829 

8.3 

10100 

5 898 

2 074 

8 026 

2 407.80 

1 203.90 

1 203.90 

65 

79 627 

8.1 

9 831 

5 584 

2 074 

7 757 

2 327.10 

1 163.35 

1 163.35 

66 

75 380 

7.9 

9 542 

5 267 

2 074 

7 468 

2 240.40 

1 120.20 

1 120.20 

67 

71 106 

7.6 

9 356 

4 940 

2 074 

7 282 

2184.60 

1 092.30 

1 092.30 

68 

66 690 

7.3 

9136 

4 604 

2 074 

7 062 

2118.60 

1 059.30 

1 059.30 

69 

62158 

7.0 

8 880 

4 262 

2 074 

6 806 

2 041.80 

1 020.90 

1 020.90 

70 

57 541 

6.6 

8 718 

3 906 

2 074 

6 644 

1 993.20 

996.60 

996.60 

71 

52 728 

6.2 

8 505 

3 538 

2 074 

6 431 

1 929.30 

964.65 

964.65 

72 

47 762 

5.8 

8 235 

3162 

2 074 

6161 

1 848.30 

924.15 

924.15 

73 

42 689 

5.4 

7 905 

2 783 

2 074 

5 831 

1 749.30 

874.65 

874.65 

74 

37 566 

4.8 

7 826 

2 379 

2 074 

5 752 

1 725.60 

862.80 

862.80 

75 

32119 

4.3 

7 470 

1 972 

2 074 

5 396 

1 618.80 

809.40 

809.40 

76 

26 622 

3.7 

7195 

1 554 

2 074 

5121 

1 536.30 

768.15 

768.15 

77 

20 981 

3.0 

6 994 

1 119 

2 074 

4 920 

1 476.00 

738.00 

738.00 

78 

15106 

2.2 

6 866 

659 

2 074 

4 792 

1 437.60 

718.80 

718.80 

79 

8 899 

1.4 

6 356 

203 

2 074 

4 282 

1 284.60 

642.30 

642.30 

80 

2 746 

1.0 

2 746 

0 

2 074 

672 

201.60 

100.80 

100.80 

81 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

82 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

83 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

84 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

85 

0 

1.0 

0 

0 


0 

0.00 

0.00 

0.00 

Total 







40 479.60 

20 239.80 

20 239.80 


Note: Rounding effect may result in minor discrepancies. 
* PF = Pension factor. 






APPENDIX 1 


Table A6.10 


Purchase price of allocated pension = 

$100 000 (ETP no undeducted contributions); fund earning rate = 

8% p.a.; male age 60 (if maximum pension withdrawal made each year) 











Gross tax 




Account 

Maximum 

Maximum 

Fund 

Deductible 

Taxable 

payable 

Less 15% 

Net tax 

Age 

balance ($) 

PF* 

pension {$) 

return ($) 

amount ($} 

income ($) 

@ 30% ($) 

rebate (S) 

payable ($) 

60 

100 000 

9.0 

11 111 

7111 

0 

11 111 

3 333.30 

1 666.65 

1 666.65 

61 

96 000 

8.9 

10 787 

6817 

0 

10 787 

3 236.10 

1 618.05 

1 618.05 

62 

92 031 

8.7 

10 578 

6516 

0 

10 578 

3 173.40 

1 586.70 

1 586.70 

63 

87 969 

8.5 

10 349 

6210 

0 

10 349 

3 104.70 

1 552.35 

1 552.35 

64 

83 829 

8.3 

10100 

5 898 

0 

10100 

3 030.00 

1 515.00 

1 515.00 

65 

79 627 

8.1 

9 831 

5 584 

0 

9 831 

2 949.30 

1 474.65 

1 474.65 

66 

75 380 

7.9 

9 542 

5 267 

0 

9 542 

2 862.60 

1 431.30 

1 431.30 

67 

71 106 

7.6 

9 356 

4 940 

0 

9 356 

2 806.80 

1 403.40 

1 403.40 

68 

66 690 

7.3 

9136 

4 604 

0 

9136 

2 740.80 

1 370.40 

1 370.40 

69 

62158 

7.0 

8 880 

4 262 

0 

8 880 

2 664.00 

1 332.00 

1 332.00 

70 

57 541 

6.6 

8 718 

3 906 

0 

8 718 

2 615.40 

1 307.70 

1 307.70 

71 

52 728 

6.2 

8 505 

3 538 

0 

8 505 

2 551.50 

1 275.75 

1 275.75 

72 

47 762 

5.8 

8 235 

3162 

0 

8 235 

2 470.50 

1 235.25 

1 235.25 

73 

42 689 

5.4 

7 905 

2 783 

0 

7 905 

2371.50 

1 185.75 

1 185.75 

74 

37 566 

4.8 

7 826 

2 379 

0 

7 826 

2347.80 

1 173.90 

1 173.90 

75 

32119 

4.3 

7 470 

1 972 

0 

7 470 

2 241.00 

1 120.50 

1 120.50 

76 

26 622 

3.7 

7195 

1554 

0 

7195 

2158.50 

1 079.25 

1 079.25 

77 

20 981 

3.0 

6 994 

1 119 

0 

6 994 

2 098.20 

1 049.10 

1 049.10 

78 

15106 

2.2 

6 866 

659 

0 

6 866 

2 059.80 

1 029.90 

1 029.90 

79 

8 899 

1.4 

6 356 

203 

0 

6 356 

1 906.80 

953.40 

953.40 

80 

2 746 

1.0 

2 746 

0 

0 

2 746 

823.80 

411.90 

411.90 

81 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

82 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

83 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

84 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

85 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 


Total 53 545.80 26 772.90 26 772.90 


Note: Rounding effect may result in minor discrepancies. 
* PF = Pension factor. 






6.1» APPENDIX I 


Table A6.11 _ 

Purchase price of allocated pension = $100 000 (ETP no undeducted contributions); fund earning rate = 
8% p.a.; female age 60 (if maximum pension withdrawal made each year) 


Gross tax 


Age 

Account 

balance ($) 

Maximum 

PF* 

Maximum 
pension ($) 

Fund Deductible 

return ($) amount ($) 

Taxable 

income ($) 

payable 
@30% ($) 

Less 15% 

rebate ($) 

Net tax 
payable ($) 

60 

100 000 

9.0 

11 111 

7111 

0 

11 111 

3 333.30 

1 666.65 

1 666.65 

61 

96 000 

8.9 

10 787 

6 817 

0 

10 787 

3 236.10 

1 618.05 

1 618.05 

62 

92 031 

8.7 

10 578 

6 516 

0 

10 578 

3173.40 

1 586.70 

1 586.70 

63 

87 969 

8.5 

10 349 

6 210 

0 

10 349 

3 104.70 

1 552.35 

1 552.35 

64 

83 829 

8.3 

10100 

5 898 

0 

10100 

3 030.00 

1 515.00 

1 515.00 

65 

79 627 

8.1 

9 831 

5 584 

0 

9 831 

2 949.30 

1 474.65 

1 474.65 

66 

75 380 

7.9 

9 542 

5 267 

0 

9 542 

2 862.60 

1 431.30 

1 431.30 

67 

71 106 

7.6 

9 356 

4 940 

0 

9 356 

2 806.80 

1 403.40 

1 403.40 

68 

66 690 

7.3 

9136 

4 604 

0 

9136 

2 740.80 

1 370.40 

1 370.40 

69 

62158 

7.0 

8 880 

4 262 

0 

8 880 

2 664.00 

1 332.00 

1 332.00 

70 

57 541 

6.6 

8 718 

3 906 

0 

8718 

2 615.40 

1 307.70 

1 307.70 

71 

52 728 

6.2 

8 505 

3 538 

0 

8 505 

2 551.50 

1 275.75 

1 275.75 

72 

47 762 

5.8 

8 235 

3162 

0 

8 235 

2 470.50 

1 235.25 

1 235.25 

73 

42 689 

5.4 

7 905 

2 783 

0 

7 905 

2 371.50 

1 185.75 

1 185.75 

74 

37 566 

4.8 

7 826 

2 379 

0 

7 826 

2 347.80 

1 173.90 

1 173.90 

75 

32119 

4.3 

7 470 

1 972 

0 

7 470 

2 241.00 

1 120.50 

1 120.50 

76 

26 622 

3.7 

7195 

1 554 

0 

7195 

2185.50 

1 079.25 

1 079.25 

77 

20 981 

3.0 

6 994 

1 119 

0 

6 994 

2 098.20 

1 049.10 

1 049.10 

78 

15106 

2.2 

6 866 

659 

0 

6 866 

2 059.80 

1029.90 

1 029.90 

79 

8 899 

1.4 

6 356 

203 

0 

6 356 

1 906.80 

953.40 

953.40 

80 

2 746 

1.0 

2 746 

0 

0 

2 746 

823.80 

411.90 

411.90 

81 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

82 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

83 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

84 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

85 

0 

1.0 

0 

0 

0 

0 

0.00 

0.00 

0.00 

Total 







53 545.80 

26 772.90 

27 772.90 


Note: Rounding effect may result in minor discrepancies. 
* PF = Pension factor. 





APPENDIX 1 6.11 


Table A6.12 

Purchase price of a 10 year superannuation pension = $100 000 (ETP all undeducted 
contributions); fund earning rate = 8% p.a.; male or female 


Gross tax 



Account 

Annual 

Fund 

Deductible 

Taxable 

payable 

Less 15% 

Net tax 

Year 

balance ($) 

withdrawal ($) 

return ($) 

amount ($) 

income ($) 

@ 30% ($) 

rebate {$) 

payable ($) 

1 

100 000 

13 799 

6 896 

10 000 

3 799 

1 139.70 

569.85 

569.85 

2 

93 097 

13 799 

6 344 

10 000 

3 799 

1 139.70 

569.85 

569.85 

3 

85 642 

13 799 

5 747 

10 000 

3 799 

1 139.70 

569.85 

569.85 

4 

77 590 

13 799 

5103 

10 000 

3 799 

1 139.70 

569.85 

569.85 

5 

68 895 

13 799 

4 408 

10 000 

3 799 

1 139.70 

569.85 

569.85 

6 

59 503 

13 799 

3 656 

10 000 

3 799 

1 139.70 

569.85 

569.85 

7 

49 361 

13 799 

2 845 

10 000 

3 799 

1 139.70 

569.85 

569.85 

8 

38 407 

13 799 

1 969 

10 000 

3 799 

1 139.70 

569.85 

569.85 

9 

26 576 

13 799 

1 022 

10 000 

3 799 

1 139.70 

569.85 

569.85 

10 

13 799 

13 799 

0 

10 000 

3 799 

1 139.70 

569.85 

569.85 


Table A6.13 

Purchase price of a 10 year superannuation pension = $100 000 (ETP all undeducted 
contributions); fund earning rate = 5% p.a.; male or female 


Gross tax 


Year 

Account 

balance ($) 

Annual 

withdrawal {$) 

Fund 

return ($) 

Deductible 

amount ($) 

Taxable 

income ($) 

payable 
@ 30% ($) 

Less 15% 

rebate ($) 

Net tax 
payable ($) 

1 

100 000 

12 334 

4 383 

10 000 

2 334 

700.20 

350.10 

350.10 

2 

92 049 

12 334 

3 986 

10 000 

2 334 

700.20 

350.10 

350.10 

3 

83 701 

12 334 

3 568 

10 000 

2 334 

700.20 

350.10 

350.10 

4 

74 935 

12 334 

3130 

10 000 

2 334 

700.20 

350.10 

350.10 

5 

65 731 

12 334 

2 670 

10 000 

2 334 

700.20 

350.10 

350.10 

6 

56 067 

12 334 

2187 

10 000 

2 334 

700.20 

350.10 

350.10 

7 

45 920 

12 334 

1 679 

10 000 

2 334 

700.20 

350.10 

350.10 

8 

35 265 

12 334 

1 147 

10 000 

2 334 

700.20 

350.10 

350.10 

9 

24 078 

12 334 

587 

10 000 

2 334 

700.20 

350.10 

350.10 

10 

12 331 

12 334 

0 

10 000 

2 334 

700.20 

350.10 

350.10 
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APPENDIX 2 


6.1 



Schedule IB Pension Valuation Factors 

(used to calculate the capital value and commutation limit of a superannuation pension) 


Reversion _ Age next birthday of recipient on start day of pension 



Up to 
20 

21- 

25 

26- 

30 

31- 

35 

36- 

40 

41- 

45 

46- 

50 

SI- 

55 

56- 

60 

61- 

65 

66- 

70 

71- 

75 

76- 

80 

81 + 






Indexation rate of 8% 







Under 50% 

33 

31 

29 

27 

25 

23 

21 

18 

16 

14 

12 

10 

9 

9 

50%—75% 

34 

33 

31 

29 

27 

25 

22 

20 

18 

15 

13 

11 

10 

9 

Above 75% 

35 

34 

32 

30 

28 

26 

24 

21 

19 

16 

14 

12 

10 

9 




Indexation rate of at least 7% but less than 8% 






Under 50% 

26 

25 

24 

23 

21 

20 

18 

16 

14 

13 

11 

10 

9 

8 

50%—75% 

27 

26 

25 

24 

23 

21 

19 

18 

16 

14 

12 

10 

9 

9 

Above 75% 

28 

27 

26 

25 

24 

22 

20 

19 

17 

15 

13 

11 

10 

9 




Indexation rate of at least 6% but less than 7% 






Under 50% 

22 

21 

20 

19 

18 

17 

16 

14 

13 

12 

10 

9 

8 

8 

50%—75% 

22 

22 

21 

20 

19 

18 

17 

16 

14 

13 

11 

10 

9 

8 

Above 75% 

23 

22 

22 

21 

20 

19 

18 

16 

15 

13 

12 

10 

9 

8 




Indexation rate of at least 5% but less than 6% 






Under 50% 

18 

18 

17 

17 

16 

15 

14 

13 

12 

11 

10 

9 

8 

8 

50%—75% 

19 

18 

18 

17 

17 

16 

15 

14 

13 

12 

10 

9 

8 

8 

Above 75% 

19 

19 

18 

18 

17 

17 

16 

15 

13 

12 

11 

9 

8 

8 




Indexation rate of at least 4% but less than 5% 






Under 50% 

16 

15 

15 

15 

14 

13 

13 

12 

ii 

10 

9 

8 

8 

7 

50%—75% 

16 

16 

15 

15 

15 

14 

13 

13 

12 

11 

10 

9 

8 

7 

Above 75% 

16 

16 

16 

15 

15 

15 

14 

13 

12 

11 

10 

9 

8 

7 




Indexation rate of at least 3% but less than 4% 






Under 50% 

14 

14 

13 

13 

13 

12 

11 

11 

10 

9 

8 

8 

7 

7 

50%—75% 

14 

14 

14 

13 

13 

13 

12 

11 

11 

10 

9 

8 

7 

7 

Above 75% 

14 

14 

14 

14 

13 

13 

12 

12 

11 

10 

9 

8 

8 

7 




Indexation rate of at least 2% but less than 3% 






Under 50% 

12 

12 

12 

12 

11 

11 

10 

10 

9 

9 

8 

7 

7 

7 

50%—75% 

12 

12 

12 

12 

12 

11 

11 

10 

10 

9 

8 

8 

7 

7 

Above 75% 

12 

12 

12 

12 

12 

12 

11 

11 

10 

9 

9 

8 

7 

7 




Indexation rate of at least 1% but less than 2% 






Under 50% 

11 

11 

11 

11 

10 

10 

10 

10 

9 

8 

7 

7 

7 

6 

50%—75% 

11 

11 

ii 

11 

11 

10 

10 

10 

9 

8 

8 

7 

7 

6 

Above 75% 

11 

11 

ii 

11 

11 

10 

10 

10 

9 

9 

8 

7 

7 

6 





Indexation rate of less than 1% 







Under 50% 

10 

10 

10 

10 

9 

9 

9 

8 

8 

8 

7 

7 

6 

6 

50%—75% 

10 

10 

10 

10 

10 

9 

9 

9 

8 

8 

7 

7 

6 

6 

Above 75% 

10 

10 

10 

10 

10 

10 

9 

9 

9 

8 

8 

7 

7 

6 







SUGGESTED ANSWERS 


6.1 


Module 


Suggested answers 



Question 6.1 


The number of days in Mary's ESP are: 

1 July 1992 to 30 June 1996 inclusive = 1 461 days 

1 January 1997 to 30 June 2004 inclusive = 2 738 days 

Aggregate of the periods of Mary's employment = 4 199 days 

The calculation is unnecessary. It would only be necessary if she had pre-July 83 
service, so that the pre-July 83 and post-June 83 components of her ETP could 
be determined. 


Question 6.2 


Step 1: calculate the eligible service period, then work out the pre-July 83 and 
post-June 83 days. 

Tom's relevant service period is the period he was a member of the superannuation 
fund—that is, from 1 July 1982 to 30 June 2004 or 8036 days, comprising: 

□ 365 pre-July 83 days; and 

■ 7671 post-June 83 days. 

Step 2: identify the components other than the pre-July 83 and post-June 83 days 
(if any). 

Post-June 1994 invalidity component $4 000 

Undeducted contributions $3 000 


Step 3: calculate the pre-July 1983 component. 


Formula 1: 


(Reduced retained amount) x 


Pre-July 83 days 
Total ESP days 








6.2 


SUGGESTED ANSWERS 


Formula 2: 

Reduced retained amount of ETP - UC 



Pre-July 83 component = 5727 

Step 4: calculate the post-June 1983 component. 

ETP - Other components = 520 000 - 54000 - 53000 - 5727 = 512 273. 
Post-June 83 component = 512 273. 


Question 6.3 


Amount 

Pre-July 83 component 

Post-June 83 component, taxed element 

Post-June 83 component, untaxed element 

Undeducted contributions 

Maximum tax payable 


Maximum tax payable 
52000x5% = $100x47%= 547 

$ 7000 $ 7000 x 20% = $ 1 400 

$1000 $1000x30%= $300 

$3000 nil nil 

$1 747 


The Medicare levy will be payable on the first three amounts. The tax free component 
on the post-June 83 component does not apply as Mario is only 50 years old. 


Question 6.4 


John's eligible service period is the period from 1 July 1980 when he commenced 
employment with his employer to 30 June 1998—that is 6574 days, comprising: 
m 1095 pre-July 83 days; and 
■ 5479 post-June 83 days. 

A = $20 000 

B = 1 July 1998 to 31 July 2003 = 1857 days 
C = 1 July 1980 to 31 July 2003 = 8431 days 

Post-June 1994 invalidity component is calculated: 

$20 000 x 1857 day5 = $4405 
8431 days 

$4405 of the ETP is exempt from tax. 

The remaining $15 595 of the ETP counts towards John's RBL, and is apportioned 
between the pre-July 83 component and the post-June 83 component and taxed as a 
taxed element if paid from a complying superannuation fund. 
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6.3 



Pre-July 83 component = $2600 that is, from Figure 6.1, the lesser amount of Formula 1 
and Formula 2: 


Post-June 1983 component = $20 000 - $4405 - $2600 = $12 995 


Tax payable on the ETP is: 


Post-June 1994 invalidity component $4 405 
Pre-July 83 component $2 600 

Post-June 83 component $12 995 


(tax payable nil) 

(tax payable on $130 at marginal rate) 
(tax payable nil—because amount is 
below the low tax threshold). 


Question 6.5 


Edwina's resignation in these circumstances amounts to a constructive dismissal. 
Because her job as Peasy's accountant has been made redundant, any payment she 
receives over her ordinary entitlements will qualify as a bona fide redundancy 
payment in terms of s. 27F. 


Question 6.6 


The package offered by Narry Pty Ltd meets the requirements of s. 27E, and therefore the 
scheme will be approved as an approved early retirement scheme by the ATO. 


Question 6.7 


If Mary withdraws the $15 000 from undeducted contributions, her taxable income is 
unchanged, and therefore the child support amount is not affected. 

If, on the other hand, Mary withdraws the $15 000 from the taxed element of a post- 
June 83 component, her taxable income will increase by $15 000 even though the 
tax is reduced to zero per cent after the applicable rebate if she has not previously 
used her low-tax threshold. The Child Support Agency will include the $15 000 in 
the assessed amount of child support in a later year, so that an additional $2700 
($15 000 x 18%) will be payable. Assuming there is no change in the legislation, the 
amount of child support payable in that year can only be varied if the current year's 
income is estimated to have dropped by at least 15 per cent. 

After ensuring there are no other relevant factors to the contrary which may affect Mary, 
it appears she should be advised to withdraw the undeducted contributions component. 









S. 4 


SUGGESTED ANSWERS 


Question 6.8 


Ed's RBL includes the following amounts: 


Superannuation fund payment: 

Payment - Undeducted Contributions = $180 000 - $50 000 = $130 000 


'Golden handshake' post-June 83 component: 


85% of 


Post - June 83 service x 1 Golden handshake 1 
Total service 


= 85% of 


7336 

11826 


x$70 000 = $36 910 


Amount included in Ed's RBL $130 000 + $36 910 = $166 910 


Question 6.9 


a The only thing that has changed is Mr Less's life expectation factor, so: 

A =1 

B =$12 000 
C =0 

D = 15.27 (age 64 male life expectation factor from 1 May 1993 to 31 December 1995, 
from Table 6.11) 


J 1(12000-0) 

Deductible amount - — ^ -= $786 

His taxable income is $11 000 - $786 = $10 214 

The $10 214 is subject to tax at Mr Less's marginal rate, and is also eligible for a 
15 per cent rebate of tax, which can be offset against his tax liability: 

Gross income $ 11 000.00 

Tax on $10 214 @ 31.5% $3 217.41 

Less rebate $10 214 @ 15% $1 532.10 

Tax liability on the annuity $1 685.31 

After tax income $9 314.69 

Mr Less is effectively paying tax at a rate of 15.32 per cent. Because life expectancy 
was lower in 1995 than from 1 January 2000, the deductible amount increases and 
Mr Less gets a slightly lower rebate and pays slightly less tax. 

b Mr Less can withdraw the ETP, pay the tax, and then pay the balance of the ETP 
back into superannuation as an undeducted contribution provided he has worked 
at least 10 hours in a week within the last two years. 


Component 

Amount 

Assessable amount 

Tax payable ($) 

Pre-July 83 

$20000 

5%, i.e. $1 000 

315.00 

Undeducted 

$12 000 

0 

0 

Concessional 

$14 000 

5%, i.e. $700 

220.50 

Post-June 83 

Total tax payable 

$66 000 

66 000 

0 

535.50 


* Below low tax free threshold 
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A = 1 

B = $112 000 - $535.50 = $111 464.50 
C = 0 
D = 15.27 



1($111 464.50 - 0) 
15.27 


= $7299.57 


Mr Less's income stream is slightly less than it was in Example 6.19, being 9.82 per cent 
of $111 464.50 = $10 945.81. 

His taxable income is $10 945.81 - $7299.57 = $3646.24 

The $3646 is subject to tax at Mr Less's marginal rate, and is also eligible for a 
15 per cent rebate of tax which can be offset against his tax liability: 

Gross income 10 945.81 

Tax on $3646 @ 31.5% $1 148.49 

Less rebate $3646 @ 15% $546.90 

Tax liability on the annuity $601.59* 

After tax income with strategy $10 344.22 

* Excludes additional tax paid on withdrawal of the ETP of $535.50. 

Mr Less would effectively be paying tax at a rate of 5.5 per cent. Note the prepared 
solution assumes Mr Less does not have a change in marginal tax rates with the 
withdrawal of his superannuation benefits, or the increased deductible amount. 


Question 6.10 


The total amount of the account balance which Margaret takes in cash (from Table A6.13), 
with the fund earning 5 per cent per annum is $24 078 (the amount at the beginning 
of year 9). The UC remains the same at $5000 each year. 

UC = Original UC - Total deductions claimed while annuity was payable = 

$50 000 - $40 000 = $10 000 

Pre-July 83 component is calculated: 


Reduced retained amount of ETP x 


Pre-July 83 days 
Total ESP days 


$24 078 x 


911 days 
8400 days 


= $2611 


Post-June 1983 component: 


Cash ETP - Other components taken in cash 


$24 078 - $10 000 (UC) - $2611 (Pre-July 83) = $11 467 
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Summary of components for the year ended 30 June 2004 from commutation of ETP 


Component Amount ($) 

Pre-July 1983 2 611 

Post-June 1983 11 467 

Undeducted contributions 10 OOP 

Total $24 078 


Question 6.11 


Margaret rolls over her ETP into a allocated pension at age 60 on 1 January 1996 and 
commutes it to a lump sum on 1 January 2004. 


Calculating the deductible amount 

The undeducted purchase price of the pension is the undeducted contributions 
components of the ETP money, that is, 550 000. Because the pension is for her life 
time, her life expectancy at age 60 is 23.42 years (see Table 6.11 from the life 
expectancy tables applicable from 1 January 1996 to 31 December 1999), so: 

Deductible amount for a full year = —--= $2135 

Life expectancy 23.42 


On 1 January 2004 when Margaret decides to commute the pension, she receives a 
$53 233 lump sum (from Table A6.2). From 1 January 1996 to 1 January 2004, Margaret 
had claimed the following deductions against her pension: 


Year ended 30 June 


Amount claimed in return ($) 


1996 (received pension for half year) 1 067 

1997 2135 

1998 2135 

1999 2135 

2000 2135 

2001 2 135 

2002 2135 

2003 2135 

2004 (received pension for half year) 1 068 

Total amount claimed against pension income $17 080 


Unused undeducted purchase price (UUPP) is $50 000 - $17 080 = $32 920 


Calculating Margaret's commutation ETP 

Margaret has a UUPP of $32 920 which is returned to her tax-free as the undeducted 
contributions component of her lump sum ETP. 

Eligible service period: 

Pre-July 83 911 days 

Post-June 83 7 489 days 

Total 8 400 days 

The total amount received on commutation is $53 233 (from Table A6.2), and the 
balance of UC at commutation = $32 920 
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6.7 


Pre-July 83 component (calculated using Formula 1 from Figure 6.1): 

Pre-July 83 days 

Reduced retained amount of ETP x Total ESP days 


$53 233 x 


911 days 
8400 days 


5773.25 


Post-June 83 component: 

Cash ETP - Other components taken in cash 

$53 233 - $32 920 (UC) - $5773.25 (Pre-July 83) = $14 539.75 


Summary of components for the year ended 30 June 2004 from commutation of ETP 


Component Amount ($) 

Pre-July 83 5773.25 

Post-June 83 14 539.75 

Undeducted contributions 32 920.00 

Total $53 233.00 


Case study 6.1 

Strategy A: Anna's plans 

Year ending 30 June 2002 Year ending 30 June 2004 

^<. Earnings $50 000 >^ 

Strategy: Withdraw $60 000 UCs Withdraw ETP of $300 000 

Rollover $250 000 

Tax consequences for the year ended 30 June 2002: 

ETP withdrawn Tax payable 

Undeducted contributions of $60 000 Nil 

Rolled over amount Tax payable 

Pre and post components $250 000 Nil 

Tax consequences at age 65: 

Step 1: calculate the eligible service period, then work out the pre-July 83 and 
post-June 83 days. 

Because Anna was a member of an employer-sponsored fund, her eligible service 
period will be her period of employment plus the period the ETP was rolled over, that 
is, from 1 July 1976 to 30 June 2004 (or 10 227 days), comprising: 

■ 2556 pre-July 83 days; and 

n 7671 post-June 83 days. 

Step 2: identify the components other than the pre-July 1983 and post-June 1983 
days (if any). 


Undeducted contributions 


Nil 
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Step 3: calculate the pre-July 1983 component. 


Formula 1: 


Pre-July 83 days 

Reduced retained amount of ETP x Total ESP days 


Formula 2: 

Reduced retained amount of ETP - UC 



Pre-July 83 component = 574 978 

Step 4: calculate the post-June 83 component. 

ETP - Other components = $300 000 -574 978 - Nil UC = $225 022 
Post-June 83 component = $225 022 

ETP withdrawn Tax payable ($) 

Pre-July 83 $74 978 x 5% @ 48.5% tax 1 818.22 

Post-June 83 ($225 022 - $117 576) x 16.5% 17 728.59 

Undeducted contributions _ Nil 

Total tax paid on ETP in year ended 30 June 2004 $19 546.81 

Total tax paid with Anna's strategy = $19 546.81 

Accountant/financial adviser—other strategies discussed 

Discuss with Anna why she plans to withdraw $60 000 now. It could be: 

■ that she has no reason, in which case you may discuss rolling over the whole 
amount; or 

■ so that she can pay off the outstanding balance of her home mortgage of $50 000 
and take an overseas trip. 

Assuming Anna does withdraw the $60 000 at retirement and rolls over the balance of 
the ETP, her reasons for wanting to withdraw the ETP as a lump sum when she retires at 
age 65, could be that: 

■ she wants her money to go to her children when she dies; or 

■ she wants to make her own investments. 

After evaluating Anna's reasons, where appropriate, discuss alternative strategies. 
These might include: 

■ rolling over the ETP into a pooled superannuation fund, and drawing an income 
stream at. age 65; 

■ bearing in mind the effect of the 15 per cent rebate, withdrawing up to the 
post-June 83 low tax rate threshold together with the proportionate pre-July 83 
component, paying the tax, then redepositing it as undeducted contributions so 
that the deductible amount is increased against the income stream; or 
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■ setting up a self managed fund now, rolling over Anna's ETP into that fund, and 
drawing an allocated pension at age 65. 

Discuss entry and exit fees which may be incurred in rolling over into another fund, 
and check whether the ETP can remain in her employer's fund if that fund is 
performing well. 


Strategy B: Accountant/financial adviser's alternative strategy if amounts are withdrawn 

Withdraw the $60 000 from the pre-July 83 and post-June 83 components on 
30 June 2002. 

Tax consequences for the year ended 30 June 2002 

Step 1: calculate the eligible service period—then work out the pre-July 83 and 
post-June 83 days. 

Anna's ESP at retirement is 1 July 1976 to 30 June 2002 (or 9496 days): 

E3 2556 pre-July 83 days; and 
□ 6940 post-June 83 days. 

Step 2: identify the withdrawn ETP components other than the pre-July 83 and 
post-June 83 days (if any). 

Undeducted contributions Nil withdrawn 

Step 3: calculate the pre-July 83 component. 



Pre-July 83 component = $16 150 

Step 4: calculate the post-June 83 component. 

ETP - Other components = $60 000 - $16 150 - Nil UC = $43 850 
Post-June 83 component = $43 850 

ETP withdrawn _ Tax payable ($) 

Pre-July 83: $16 150 x 5% @ 48.5% (marginal tax rate) 391.64 

Post-June 83: $43 850 is below low-tax threshold Nil 

Rolled over amount of $250 000 Nil 
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Tax consequences at age 65 

Step 1: calculate the eligible service period—then work out the pre-July 83 and 
post-June 83 days. 

ESP is from 1 July 1976 to 30 June 2004 (or 10 277 days), comprising: 

■ 2556 pre-July 83 days; and 

m 7671 post-June 83 days. 

Step 2: identify the components other than the pre-July 83 and post-June 83 days 
(if any). 

Undeducted contributions $60 000 
Step 3: calculate the pre-July 83 component. 



Pre-July 83 component = $74 978 

Step 4: calculate the post-June 83 component. 

$300 000 - $74 978 - $60 000 (UC) = $165 022 
Post-June 83 component = $165 022 

ETP withdrawn _ Tax payable ($) 

Pre-July 83 $74 978 x 5% @ 48.5% tax 1818.22 

Post-June 83 ($165 022 - ($117 576 - 43 850)) x 16.5% 15 063.84 

Undeducted contributions ($60 000) _Nil 

Total tax paid on ETP in year ended 30 June 2004 $16 882.06 

Total tax paid with Strategy B is $391.64 + $16 882.06 = $17 273.70 

Tax saved using Strategy B = $19 546.81 - $17 273.70 = $2273.11 

Summary: If Anna pays $391.64 tax now, she will save over $2200 in tax on her ETP when it 
is withdrawn, because the pre-July 83 amount is 'sheltered' by the undeducted contributions. 
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Strategy C: Roll over the whole amount and withdraw the whole amount at age 65 


Earnings on $250 000 were $50 000, so earnings on $310 000 rolled over will be 
$62 000, and total ETP withdrawn at age 65 will be $372 000. 


Year ending 30 June 2002 

i <= 


Earnings $62 000 


-> 


Year ending 30 June 2004 

* 


Strategy: Withdraw $0 

Rollover $310 000 


Withdraw ETP of $372 000 



Tax consequences at age 65 

Step 1: calculate the eligible service period then work out the pre-July 83 and 
post-June 83 days. 

ESP is from 1 July 1976 to 30 June 2004 (or 10 277 days), comprising: 

■ 2556 pre-July 83 days, and 

■ 7671 post-June 83 days. 

Step 2: identify the components other than the pre-July 83 and post-June 83 days 
(if any). 

Undeducted contributions $60 000 
Step 3: calculate the pre-July 83 component. 



Pre-July 83 component = $92 520 

Step 4: calculate the post-June 83 component. 

$372 000 - $92 520 - $60 000 (UC) = $219 480 
Post-June 83 component = $219 480 

ETP withdrawn Tax payable ($) 

Pre-July 83 $92 520 x 5% @ 48.5% tax 2 243.61 

Post-June 83 ($219 480 - $117 576) x 16.5% 16 814.16 

Undeducted contributions ($60 000) _ Nil 

Total tax paid on ETP in year ended 30 June 2004 $19 361.63 

Total tax paid with Strategy C is $19 057.77. 


Additional earnings are $12 000. 
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Summary—If Anna does not withdraw any funds until her 65th birthday on 30 June 
2004, she will have an additional $12 000 earnings. The tax payable on this strategy 
compared to Strategy B is an additional $1784. Therefore, Anna would be $10 216 
better off with Strategy C. 

However, this strategy does not meet Anna's request to withdraw $60 000 now, so it 
might not be an acceptable strategy. 


Case study 6.2 


An undeducted contribution strategy that Margaret could use is to withdraw the pre- 
July 83 and the post-June 83 components, pay the small amount of tax due, and 
pay the $50 000 back into superannuation as undeducted contributions. The whole 
$100 000 could then be rolled over as undeducted contributions. This would increase 
the deductible amount and the tax-free amount on commutation. 

The calculations are as follows: 

Pre-July 83 and post-June 83 components as per Example 6.26. 

ETP withdrawn Tax payable ($) 


Pre-July 83 $16 630 x 5% @ 31.5% 261.92 

Post-June 83 $33 370 is below low-tax threshold Nil 

Rolled-over amount of $50 000 (undeducted contributions) Nil 

$50 000 paid back into superannuation as UCs Nil 


Calculating the deductible amount 

The undeducted purchase price of the annuity is the undeducted contributions 
components of the ETP money, which is now $100 000. As the annuity is for her 
lifetime, her life expectancy at age 60 is 23.42 years (see Table 6.11 for life expectation 
factors applicable from 1 January 1996 to 31 December 1999), so: 


UPP 

Deductible amount for a full year = Life expectancy 


$100 000 
23.42 


On 1 January 2004 when Margaret decides to commute the annuity, she receives $53 233 
as a lump sum (Question 6.11, Appendix 6.1, Table A6.2). From 1 January 1996 to 
1 January 2004 Margaret had claimed the following deductions against her annuity: 


Year ended 30 June 


Amount Claimed in return ($) 


1996 (received annuity for half year) 2 135 

1997 4 270 

1998 4 270 

1999 4 270 

2000 4 270 

2001 4 270 

2002 4 270 

2003 4 270 

2004 (received annuity for half year) 2 135 

Total amount claimed against annuity income $34 160 


Unused undeducted purchase price (UUPP) is $100 000 - $34 160 = $65 840. 
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Calculating Margaret's commutation ETP 

Margaret has a UUPP of $65 840 which is returned to her tax free as the undeducted 
contributions component of her lump sum ETP. 

If she has taken the maximum pension withdrawal amount, her account balance 
is $53 233, and as this is less than her UUPP, the whole amount will be tax free. 

If Margaret has withdrawn the minimum amount her account balance will be $89 044 
and her taxable income will include the difference between the UUPP and UCs: 

$89 044 - $65 840 = $23 204, split between her pre-July 83 and post-June 83 component. 

Eligible service period: 


Pre-July 83 
Post-June 83 
Total 


911 days 

7 489 days 

8 400 days 


The pre-July 83 component (calculated using Formula 1 from Figure 6.1): 


911 days 

$89 044 x- y — = 9657.03 

8400 days 

Post-June 83 component: 

Cash ETP - Other components taken in cash 

$89 044 - $65 840 UC - $9657.03 (Pre-July 83) = $13 546.97 


Summary of components for the year ended 30 June 2004 from commutation of ETP 


Component 


Amount ($) 


Pre-July 83 
Post-June 83 

Undeducted contributions 
Total 


9 657.03 
13 546.97 
65 840.00 
$89 044.00 


Opportunity cost of the tax paid of $261.92, using the future value formula from 
Module 2, is: 

FV = 261.92(1 + 0.04) 7 = $358 


Net receipt $89 044 - $358 = $88 686 
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Preview 

Introduction 

This module provides you with an overview of life expectancy and population 
projections, and then discusses some of the payments made and services provided by 
Centrelink on behalf of the Department of Family and Community Services (DFCS) 
which are important considerations for financial planning. Financial planners need to 
be well informed about the basics of the social security system to add value to their 
clients, some of whom may fail to take advantage of Government benefits. Centrelink 
is the delivery agency of DFCS and the Department of Employment and Workplace 
Relations (DEWR). Veterans are provided with similar payments and services through 
DVA (Department of Veterans' Affairs). Financial planners also need to assess both the 
financial and the emotional needs of pensioners or unemployed persons in providing 
financial planning services. The role of financial planners is important in securing the 
appropriate assessment for their clients because Centrelink is a large organisation and 
its rules are often too complex for most clients. 

Many social security means tests, payments and benefits change either quarterly or 
annually, so the rates included in some examples may be out of date. This causes 
problems for financial planners in advising clients on investment strategies and social 
security entitlements. Financial planners may overcome this concern by making 
flexible recommendations for obtaining or enhancing Centrelink/DVA entitlements. 

Booklets showing current rates are produced regularly by Centrelink. Those seeking 
comprehensive information should contact Centrelink directly to be added to the 
mailing list or visit their web site: <http://www.centrelink.gov.au> (accessed May 2003). 
Their publications provide a comprehensive guide to payments and services available 
and can be obtained from any Centrelink office. 

The Department of Family and Community Services, through its delivery agency 
Centrelink, aims to help low income earners, the aged, the sick, students and families 
with a variety of payments and benefits. These payments and benefits are designed to 
reduce social inequities and help those people achieve a minimum standard of living. 


Objectives 

At the end of this topic you should be able to: 

■ discuss Centrelink and DVA payments and benefits; 

■ understand how income is determined by Centrelink; 

■ identify important inclusions and exclusions from the assets and income tests; 
□ explain the income testing of income stream products, superannuation and 

managed investments; 

■ explain the basic processes of extended deeming rules, assets and income tests; 

■ discuss the taxation issues and tax rebates in relation to pensions; and 

■ describe how financial planners need to use Centrelink/DVA information in 
constructing financial plans. 
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Readings 


Reading 7.1 
Tension plus' 

M. Fenton-Jones 


Reading 7.2 

'The income stream puzzle' 
R. Shirlaw 
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Part A: Life expectancy and population projection 


Australia's social security system aims to provide adequate pensions to those who are 
entirely dependent on Government support. A standard rate of pension of 25 per cent 
of male average weekly earnings has been targeted by the Government, and the real 
value of pensions is maintained by twice-yearly increases to compensate for rises in 
the cost of living. 

Currently almost 50 per cent of social security and DVA payments and benefits 
recipients are age pensioners and Family Tax Benefit recipients. The total amount 
of social security expenditure was approximately $53 billion in 2003. Expected growth 
in expenditure is mainly due to increases in the level of assistance and in social 
security client numbers. 

These trends are expected to become even more marked due to the ageing of the 
population. Table 7.1 shows that the population of people of age pension age is 
predicted to increase to 3.1 million in 2012 and 6.2 million by 2042. 


Table 7.1 

Changing age structure 


Projected population (millions) 


Age 

2002 

2012 

2022 

2032 

2042 

0-14 

3.9 

3.8 

3.8 

3.8 

3.7 

15-64 

13.2 

14.6 

15.1 

15.3 

15.4 

65-84 

2.2 

2.7 

3.8 

4.7 

5.1 V 

85 and over 

0.3 

0.4 

0.5 

0.8 

1.1 

Persons 

19.6 

21.5 

23.2 

24.5 

25.3 

Percentage distribution 





Age 

2002 

2012 

2022 

2032 

2042 

0-14 

20 

18 

16 

16 

15 

15-64 

67 

68 

65 

62 

61 

65-84 

11 

13 

16 

19 

20 

85 and over 

2 

2 

2 

3 

4 

Persons 

100 

100 

100 

100 

100 


Source: Commonwealth Treasury (2002), Jntergenerational Report 2002-03, 2002-03 Budget Paper 
No. 5, Commonwealth Treasury, Canberra, Table 3, p. 22. 


The largest growth is expected to be in the age groups of 45-64, and 65 and older. 

The proportion of working-age population (that is, 15-64) is projected to be stable at 
around 68 per cent until 2012, and then to decrease to 61 per cent by 2042, whilst at 
the same time, the proportion of age pensioners will continue to increase. You need 
to bear in mind that these projections will influence the Government's social security 
policies both now and in the future, and changes may affect the strategies you suggest 
to your clients in relation to their social security entitlements. 

Table 7.2 shows the principal source of gross income at various stages in the life 
cycle. This table shows that wages are the major source of income up to Stage 4 in 
the life cycle, after which private income and Government pensions and benefits or 
allowances make up the majority of personal income. Private income may be derived 
from various investments including superannuation funds. 
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Table 7.2 

Principal source of income at different stages in life cycle 


Characteristics of income units Principal source of gross income (%) 


Stages in life cycle 

Wages 

Self- 

employed 

Private 

income 

Gov't 
pensions 
and benefits 

Stage 1 

Under 35, one person units 

72.2 

1.6 

4.3 

17.1 

Stage 2 

Under 35, married couple, no 

91.5 

5.5 

1.0 

1.4 

Stage 3 

dependent children 

Married couple with 
dependent children r—under 5 

77.2 

10.8 

1.0 

10.7 


and the age of the 
eldest child L-i5_24 

72.9 

12.6 

2.5 

11.1 

Stage 4 

55-64, married couple, no 

41.1 

15.2 

26.8 

15.1 

Stage 5 

dependent children 

65 or more, married couple, no 

4.3 

3.0 

22.0 

70.0 

Stage 6 

dependent children 

65 or more, one person units 

1.1 

0.8 

17.4 

80.0 


Source: Compiled from Australian Bureau of Statistics, 1998 Year Book, Australia, Canberra, 1998, 
p. 228 (Income Distribution, Australia, Cat. no. 6523.0). 


How and why do you think the Government could encourage people to be financially self-sufficient 
at the later stages of the life cycle? 

Do you think that superannuation funds, managed investment allocated pensions and annuities may 
increase the proportion of private income contribution in retirement? 

Do you think that the following policies will encourage individuals to make more provision for 
their retirement: 

■ the increasing level of required employer Superannuation Guarantee contributions; 
a tax deductibility of superannuation contributions for the self-employed; 
a income and assets tests for Commonwealth Government paid pensions, allowances and 
benefits; and 

a the 15 per cent rebate on the taxable part of superannuation pensions? 

We will now consider Australia's Commonwealth Government social security system 
in detail. 
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[Part B: The smsM irity system 

Overview 


The social security system is an integral part of Australia's social justice system, funded 
from consolidated revenue, and directed at providing support to low income and/or 
disadvantaged individuals and families. Individuals have a right to claim social security 
payments and benefits upon sickness, retrenchment, unemployment and retirement. 
There is also assistance for families and people with caring responsibilities. However, 
before people are eligible to receive Commonwealth Government income support, they 
must generally satisfy the income and assets tests and other requirements. The social 
security system provides income support to people with different types of payments, 
benefits and allowances, which are regulated by Federal Government acts of Parliament. 
The Social Security Act 1991 (Cwlth) provides the authority for making those payments, 
and defines the conditions for: 
b qualification for payment; 

b amount and calculation of payment; and 

b termination of payment. 

Superannuation and Commonwealth Government payments and benefits form an 
important part of retirement planning for the majority of Australians. For example, age 
and superannuation pensions represent about 40 per cent of average weekly earnings 
of retirees (Nash 1995). Social security pensions represent about 80 per cent of total 
income for pensioners (the proportion has been increasing). Therefore the Government 
is seeking to reduce reliance on social security with compulsory superannuation and 
tax incentives to increase the proportion of financially self-sufficient retirees. 

Eligibility for social security payments and allowances generally requires three basic 
criteria to be satisfied. These are: 

□ residential requirements; 

□ basic eligibility conditions; and 
a assets and income tests. 

Why are social security pensions important for retirement planning? 

Did you think about the fact that the majority of Australians will rely on Government pensions and benefits for 
their main source of income when they reach age 65? 

Did you think about the Pensioner Concession Card , and the added benefits that entitlement to a Pensioner 
Concession Card provides in the form of reduced rates, electricity, gas and water charges , telephone, travel 
and so on? 

Social security benefits are paid by Centrelink, the Department of Family and 
Community Service's service delivery agency. Such benefits are an important source 
of income for the elderly, the unemployed and low-income-earning people to enable 
them to maintain a comfortable lifestyle. Financial planners need to analyse carefully 
and understand the clients' personal and financial circumstances before giving advice 
on social security issues. There may be ethical issues involved in relation to some 
clients' eligibility for social security benefits, payments and pensions. The investment 
decisions made by clients should not necessarily be based on obtaining social security 
benefits and any associated fringe benefits. 



Pensions, allowances, benefits and payments 
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The types of programs and the types of payments and benefits they entail are summarised 
in Figure 7.1. More details will be given in subsequent sections of this module. 


Figure 7.1 

Commonwealth Government Income support programs 


Income for families with 


Income for 

children 


retired people 

m Family Tax Benefit Part A 


□ Age Pension 

■ Family Tax Benefit Part B 


a Wife Pension 

n Child Care Benefit 


a Pension Bonus 

■ Parenting Payment 

a Maternity Allowance 

■ Maternity Immunisation 
Allowance 

a Jobs, Education and 

Training Program (JET) 


Scheme 


Income for those of 
workforce age 


For young people 

□ Newstart Allowance 


a Youth Allowance 

a Partner Allowance 


a Austudy 

□ Mature Age Allowance 


a Loan Supplement 

a Disability Pension 


a Abstudy 

> Sickness Allowance 


D Assistance for 

D Widow Allowance 


Isolated Children 
Scheme 


Centrelink also provides other services including: 

■ services for retired and unemployed people; 

■ social work services; 

■ financial information service, and income and assets tests advice; 

■ services for people with disabilities; 

□ services for families, sole parents, widows and carers; 

□ services for migrants; 

■ services for homeless people; 

□ services for young people; and 

is services for Aboriginal and Torres Strait Islander people. 

Some of these services are described in a later section of this module. 

The rate of pension, allowance or benefit can be affected by various factors, including: 
is whether the person is single or a member of a couple; 

□ the number of dependent children; 

a the amount of rent paid; 

b the person's age; 

h where the person lives; 

□ the income and assets of the person and their partner; 
b maintenance received for the person or their children; 

■ compensation payments received by the person or their partner; and 

□ parental income and assets (if under age 21, or under 25 and a full-time student 
and on a Youth Allowance). 

Special rules apply for blind people. 

Pensions and allowances are indexed to the CPI and male total of average weekly 
earnings each March and September. Family Tax Benefit is indexed to the CPI in July 
each year. 
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De facto relationships 


Centrelink can pay a Partner Allowance to a de facto partner, and the married rate of 
a benefit to a de facto couple under the Social Security Act. The following factors are 
taken into account in determining the nature of the relationship between couples: 

■ the financial arrangements in the relationship; 

■ the ownership of the household property; and 

a commitment, intimate and social aspects of the relationship. 

Additionally, the Social Security Act requires the collection of extensive personal 
information in assessing the eligibility for a Parenting Payment. 

A Federal court case is an example relating to a de facto relationship and a 
Commonwealth Government payment. The DFCS investigated a widow's 
circumstances in 1989. She had been a Widow Pension recipient since her husband 
died in 1959. She had been living in a de facto relationship since 1983 but did not 
inform the DFCS about her situation. She married her de facto partner in 1989 and 
her Widow Pension was discontinued. Since 1983, she had been overpaid $30 288.50 
by way of the Widow Pension. Her partner had claimed a dependant spouse rebate in 
his tax returns between 1985 and 1989. The Tribunal waived the right of recovery by 
the DFCS of 50 per cent of the $30 288.50 overpayment. 

This case also illustrates that the DFCS will take action to recover overpayments made 
to claimants. 


New arrivals (immigrants) 


The residential waiting period for benefits is two years, excluding Medicare coverage 
and 'safety net' provisions. The purpose of the waiting period is to ensure migrants 
provide for their own support during their initial settlement period in Australia or are 
supported by their sponsors. The waiting period applies, unless circumstances change 
significantly for reasons beyond the new arrival's control and the new arrival is in 
financial hardship as a result of this change. Nearly all benefits are affected. 

The two-year waiting period does not apply to refugee and humanitarian migrants. 

After this brief introduction to the social security system, the following sections will 
expand on the programs and corresponding benefits and services, and then discuss 
factors affecting the rates of pensions, benefits and allowances. 

We will start with families with children receiving payments through Centrelink. 

This group is usually assessed under different rules. This will be followed by the income 
support programs for retired people and others who are in the workforce age group. 




Part C: Payments to families with children* 
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On 1 July 2000 the Commonwealth Government launched the Family Assistance 
Office (FAO) to provide family payments and service. Family Assistance Offices are 
located in all Centrelink, Medicare and ATO access and enquiry sites. The FAO delivers 
all the family payments previously paid by Centrelink and ATO. Twelve previous 
payments have been combined into three main payments: 

□ Family Tax Benefit Part A; 

b Family Tax Benefit Part B; and 

□ Child Care Benefit. 


Family Tax Benefit 


Payment method 

There are three payment choices for family assistance. People can have: 
a fortnightly payments paid into a bank or credit union account; 
a a lump sum paid through the tax system when lodging tax return; or 
■ the employer reduces the amounts withheld from the wages paid, reducing tax 
instalment deductions. 

A person can change how they receive payments at any time during the year. 

For example, a person can get fortnightly payments for the first six months then get 
the remaining six months as a lump sum through the tax system. 


Residence 

To receive the Family Tax Benefit a person must be one of the following: 

□ an Australian citizen; 

□ the holder of a permanent visa; 

b the holder of a special category visa who is likely to remain in Australia permanently. 


Payment overseas 

Family Tax Benefit is not payable once a family leaves Australia permanently. 

Family Tax Benefit can be paid at the base rate for up to three years of a child's or a 
parent's temporary absence from Australia. Family Tax Benefit is restricted to the base 
rate when the recipient and/or their child(ren) are temporarily overseas for more 
than 26 weeks. 

Family Tax Benefit payments are cancelled after the three year period and can only 
restart when the family has returned to Australia and lodged a new Family Tax Benefit 
claim. The family would need to complete 26 weeks in Australia before being eligible 
for payment during further temporary absences from Australia. 


The information in this section 'Payments to families with children' is adapted from the 
Family Assistance Office, Your Family's Guide to Our Services, July 2000, Canberra. 
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Definition of income 

The definition of income for Family Tax Benefit purposes is: 

Taxable income 

plus net rental property losses 

plus the cash amount of Reportable Fringe Benefits (the non-grossed up value) 

plus foreign income 

plus tax free pensions or benefits. 


Family Tax Benefit Part A 

Family Tax Benefit Part A is a payment to help families with the cost of raising 
children. Family Tax Benefit Part A is payable if a person: 
s has a dependent child up to and including the age of 20 (who does not get 
Youth Allowance or a similar payment); 

■ has a dependent full-time student aged 21 to 24 years (who does not get 
Youth Allowance or a similar payment); 

m is an Australian resident or has a temporary visa for social security purposes; and 
□ has income under a certain amount. 


Income for Family Tax Benefit Part A 

The amount of Family Tax Benefit Part A payment will depend on how much a family 
earns during each financial year. 

To receive the maximum rate of Family Tax Benefit Part A, families can have an income 
up to $31 755 a year before payment is reduced. 

The maximum amount of Family Tax Benefit Part A payable is shown in Table 7.3 below. 


Table 7.3 


For each child 

Per fortnight 

Per year 

Under 13 years 

$130.48 

$3401.80 

13-15 years 

$165.48 

$4314.30 

16-17 years 

$42.00 

$1095.00 

18-24 years 

$56.42 

$1470.95 


The above amounts are paid if the income is less than $31 755 per year. If income is 
more than $31 755 a year, the family will receive part rate of Family Tax Benefit Part A 
payment. It will reduce by 30 cents for each dollar above $31 755 until payment 
reaches the base rate of Family Tax Benefit Part A. 


Family Tax Benefit Part A will reduce by 30 cents for every dollar over $82 052 a year 
(plus $3285 for each Family Tax Benefit child after the first) until payment reaches nil. 


The base amount of Family Tax Benefit Part A payable is shown in Table 7.4 below. 


Table 7.4 


For each child Per fortnight Per year 


Under 18 years 
18-24 years 


$42.00 

$56.42 


$1095.00 

$1470.95 
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Family Tax Benefit Part B 

Family Tax Benefit Part B gives extra assistance to families with one main income 
including sole parents, that is single income families. It also gives extra assistance to 
families who have a child under the age of five. 

The maximum amount of Family Tax Benefit Part B payable depends on the age of 
your youngest child as shown in Table 7.5. 


Table 7.5 

Age of youngest child Per fortnight Per year 

Under 5 years $112.00 $2920.00 

5-16 years (or 16-18 years 

if a full-time student) $78.12 $2036.70 


Income for Family Tax Benefit Part B 
For two parent families 

The primary earner's income is not taken into account to work out how much Family 
Tax Benefit Part B families can receive. 

The secondary earner's income (the partner earning the lesser amount) is taken into 
account. They can have $1825 a year income before the payment is affected, with a 
reduction of 30 cents for each dollar of income over that amount. 

A secondary earner will still receive some Family Tax Benefit Part B if their income 
is below: 

■ $11 559 a year if their youngest child is under five; 

a $8614 a year if their youngest child is between five and 18. 


For sole parent families 

Income is not taken into account to work out how much Family Tax Benefit Part B the 
family can receive. Sole parents receive the maximum amount of Family Tax Benefit 
Part B, regardless of income. 

Following are the examples of Part A and Part B Family Tax Benefit payment 


Example 7.1 

Jim & Carol Gibson both work and receive an income of $35 000 and $15 000 ($50 000 combined). 
They have three children aged 13, eight and six years. 

Family Tax Benefit Part A 

Full payment: (1 child x $4314.30) + (2 children x $3401.80) = $11117.90 
Less: Reduction amount ($50 000 - $31 755) x 30% = $5473.50 

= $5644.40 

As this amount is greater than the base rate of FTB Part A (3 children x $1095.00 = $3285) the 
Gibsons will receive $5644.40 FTB Part A. 

Family Tax Benefit Part B 

The income of the partner with the lowest income is used to calculate FTB Part B. As Carol earns 
$15 000 her income is above the FTB Part B cut-off point of $8614 (where the youngest child is five 
years or older). No FTB Part B is payable. 
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Example 7.2 

Anna and George Zaris have two children aged four and two years. Anna cares for them full-time, and 
George receives $28 000 from his business. 


Family Tax Benefit Part A 

As the family income is less than $31 755 they will receive the full FTB. 
Part A of: (2 children x $3401.80} = $6803.60. 


Family Tax Benefit Part B 

As Anna has income below the cut-off of $11 559 (where the youngest child is under five years of 
age), they will receive $2920.00 the full rate of FTB Part B. 


Example 7.3 

Debbie Thompson is a single parent whose income is $48 000 she has two children aged nine and 
seven years. 

Family Tax Benefit Part A 

Full payment: (2 children x $3401.80) = $6803.60 

Less: Reduction amount ($48 000 - $31 755) x 30% = $4873.50 

= $1930.10 

As this amount is less than the base rate of FTB Part A (2 children x $1095.00 = $2190.00), 
Debbie will receive $2190.00 FTB Part A. 


Family Tax Benefit Part B 

As Debbie is a single parent her income is not taken into account in working out FTB Part B. 

Sole parents receive the full amount of FTB Part B. As her youngest child is seven years of age she 
will receive $2036.70 for FTB Part B. 


Child Care Benefit 

Child Care Benefit assists families with their child care costs. 
There are two types of child care services. 


Approved care 

Approved care includes long day care, family day care, before and after school care, 
vacation care and some occasional care. Approved child care services are able to get 
Commonwealth child care payments on behalf of families to reduce their fees. 

The service can tell you if they are approved to receive benefits. 


Registered care 

Registered care is where a person pays grandparents, relatives, friends or nannies and 
can include care provided by private preschools, kindergartens and some outside school 
hours care services. The carer must be registered with the Family Assistance Office. 
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Number of hours of Child Care Benefit 

The amount of hours of Child Care Benefit a person may receive depends on the type 
and amount of care they use and whether they use care for work-related purposes. 

If the care is not approved or registered they cannot be paid Child Care Benefit. 

All families who use approved care can get up to 20 hours of Child Care Benefit a week. 

Families using approved care for work or study or training purposes can claim up to 
50 hours of Children Care Benefit a week for each child. 

If a person uses registered care they must work, study, train regardless of the number of 
hours of Child Care Benefit they are claiming. 


Table 7.6 


Type of care 
Approved care 


Registered care 

Care not approved 
or registered 


Number of hours Child Care Benefit you can receive each week 

■ All families can receive up to 20 hours a week. 

■ Families using work or study or training related care can 
receive up to 50 hours a week. 

■ Working families may be able to receive more than 50 hours 
a week in certain circumstances—talk to the Family 
Assistance Office on 13 6150. 

■ Families can receive up to 50 hours a week for work or study 
or training related care. 

□ Nil. 


How much Child Care Benefit is payable? 

Table 7.7 gives a guide to how much Child Care Benefit may be payable. 


Table 7.7 

Maximum rate of Child Care Benefit 

Number of children Per week Per hour for each child 

1 $137 $2.74 

2 $286.36 (or $143.18 per child) $2.86 

3 $446.96 (or $148.98 per child) $2.98 

This is the most that can be paid if they use 50 hours of care a week for a non-school child in approved care. 

Minimum rate of Child Care Benefit 

Per week for each non-school child Per hour for each child 

$23.00 $0.46 

■ You can receive up to these amounts depending on how many hours of care you 
pay for. In approved care these minimum rates apply to high income families. 

In registered care, these rates apply to all work-related care. 

■ Child Care Benefit is payable for school children at 85 per cent of the 
non-school rate. 
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Income tests for Child Care Benefit 
For maximum rate 

If the family income is less than $31 755 a year (and use approved care), they will 
receive up to the maximum rate of Child Care Benefit depending on the hours of care 
they pay for and whether the child goes to school. 


For part rate 

Number^ ofchildren in care _ Yearly family income for part benefit 

1 $31 755 - $91 035.00 

2 $31 755 - $98 709.08 

3 or more $31 755- $112 136.49 plus $18 718.51 

for each child in care after the third 

Families will receive Child Care Benefit at a part rate if the family income is between 

the following amounts: 

s if they use approved care and the family income is over the upper limit shown in 
the table above they will get up to $23.00 a week for each non-school child in 
full-time care (or 46 cents an hour); or 

m if they use registered care they will get up to $23.00 a week for each child in 
full-time care. They do not have to estimate their income if they are claiming for 
registered care. 


Other payments delivered through the Family Assistance Office (BIO) 

Maternity payments 

To help families with the extra expenses that come when a new baby arrives home there 
are two extra payments. Maternity Allowance and Maternity Immunisation Allowance. 

Maternity Allowance 

Maternity Allowance is the allowance paid to help with the extra costs of a new baby. 
A person can get Maternity Allowance if: 

■ they have a newborn child or have care of a newborn child within 13 weeks after 
the birth; and 

■ they were eligible for Family Tax Benefit Part A within 13 weeks of the baby's birth. 

If they are eligible they will get a one-off payment of $842.64. They must lodge a 
claim for Maternity Allowance within 26 weeks of the birth of the baby. 


Maternity Immunisation Allowance 

Maternity Immunisation Allowance is a separate payment for children who have been 
fully immunised at 18 months old or are exempt from immunisations. They can 
receive Maternity Immunisation Allowance if: 

■ they received Maternity Allowance at the time of the baby's birth or are receiving 
Family Tax Benefit Part A when the child is age 18 months; and 

■ the child is fully immunised at 18 months, or is on a recognised catch-up schedule; 
b they are eligible you will get a one off payment of $210.66 which will be paid to 

you in your child's 19th month. 

A person may receive an exemption from immunising your child if they have a 
conscientious objection to immunisation or if there are medical reasons why the child 
should not be immunised. 
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Large Family Supplement 

If a person is eligible for Family Tax Benefit for four or more children, they will receive 
a Large Family Supplement for each child after the third. This is paid on top of the 
Family Tax Benefit. 


Multiple Birth Allowance 

If there are three or more children born during the same birth, a Multiple Birth 
Allowance can be added to the Family Tax Benefit and will be paid until the children 
turn six years old. 


Payments delivered through Centrelink 


Health Care Card 

If a family receives Family Tax Benefit they may obtain an extra benefit with a 
Health Care Card. The Health Care Card gives families access to a range of concessions 
and assistance with medical expenses such as cheaper pharmaceuticals under the 
Commonwealth's Pharmaceutical Benefit Scheme. It may also entitle them to state- 
based concessions such as health, household, educational, recreational and some 
transport concessions. 


Rent Assistance 

Rent Assistance gives extra help to families who receive a Family Tax Benefit and who 
pay rent to private landlords. 

If a person rents privately and receives the maximum amount of Family Tax Benefit 
they may be eligible for Rent Assistance. Rent Assistance is only paid through 
fortnightly payments and not through the tax system. 


Parenting Payment 

The purpose of the Parenting Payment is to provide income support for people who 
are primary carers of children. 

To qualify for Parenting Payment a person must: 

■ be an Australian resident and be in Australia on the date of claim; 

■ have been an Australian resident and in Australia for two years at any time, 
be a refugee; 

■ have a Parenting Payment child; and 

■ have income and assets under certain amounts. 

Residence requirements for Parenting Payment (single) claimants whose partners have 
died may be modified by some social security international agreements. A Parenting 
Payment child is a dependent child under 16 years of age. Parenting Payment is not 
payable once the youngest Parenting Payment child turns 16. 

Parenting Payment is taxable and is paid subject to an income and assets test. 

Parenting Payment (Single) is payable to parents who do not currently have a partner. 
The rate of Parenting Payment for sole parents is calculated using the pension income 
test and is subject to the allowance assets test. Recipients can also get a Pensioner 
Concession Card. 
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Parenting Payment (Partnered) is payable under allowance rates and conditions. 
The rate of payment a person gets depends on the amount of income and assets of 
both themselves and their partner. Recipients can also get a Health Care Card. 


Payment overseas 

Parenting Payment may continue to be paid if both parent and child(ren) are temporarily 
absent from Australia for a period of up to 26 weeks. Parenting Payment (Single) 
customers and female Parenting Payment partners of a disability support pensioner 
temporarily absent in New Zealand can only be paid for a period of up to four weeks. 

As mentioned before, Parenting Payment (Single) is also payable overseas under 
certain social security international agreements to people whose partners have died. 


Education Entry Payment 

People receiving Parenting Payment, who start or continue studying, may get an 
Education Entry Payment of $208. 


Lump sum advances 

Parenting Payment recipients who are sole parents, may be eligible for an advance 
payment of up to $500. This is recovered, interest free, from their payments over the 
next 13 fortnights. An advance payment can only be paid once in any 12 month 
period. However, the advance can be paid in two separate instalments. 


Double Orphan Pension 

The purpose of the Double Orphan Pension is to provide assistance in meeting the 
costs of caring for children who are orphans. 

To qualify for Double Orphan Pension a person must: 

□ have care and control of a double orphan (see below); and 

□ be eligible for Family Tax Benefit (or would be eligible but for the fact that the 
person fails the income test). 

Double orphan 

A double orphan is a child: 

■ whose parents or adoptive parents have both died; or 

■ who has one parent dead and the other: 

d is in prison serving a sentence of at least 10 years, or 

■ is indefinitely residing in a psychiatric institution, or 

■ is indefinitely residing in a nursing home or similar institution, or 
o is 'uncontactable', this is, whose whereabouts are unknown; or 

■ who has been granted refugee status by the Australian Government, 

□ whose parents are outside Australia, or 

■ whose parents' whereabouts are unknown. 

If the child or children are aged 16 to 21 years, they must be full-time students. 

The Double Orphan Pension is not subject to an income or assets test and is paid in 
addition to Family Tax Benefit. 
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Jobs, Education and Training Program (JET) 

The Jobs, Education and Training (JET) Program aims to improve the financial 
circumstances of Parenting Payment recipients and some other customer groups by 
helping them to enter or re-enter the workforce. Emphasis is placed on improving 
long-term labour market competitiveness and career development through education 
and training. Participation in JET is voluntary. 

JET recognises there are a number of major barriers which may affect the ability of 
some customers to join the paid workforce, including: 

■ primary responsibility for caring for children; 

■ generally lower levels of educational attainment and/or long periods outside 
the paid workforce, which may result in lack of skills and self-confidence to find 
a job; and 

■ difficulties associated with accessing child care. 

JET can help people overcome these barriers by helping with access to education, 
training and employment and, where required, child care. 
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[Part P: HiiEBme gMppmrt ffcr the retired 

The objective of pensions is to ensure that people who have an entitlement have 
an adequate income level if they rely on Government income support. The rate of 
pension depends on an income and assets test. Table 7.8 shows the basic rates of age 
pensions payable by Centrelink as at 20 September 2003. 


Table 7.8 

Basic pension rates 


Fortnightly rate* 

Pensions/family situation _ ($ per fortnight) 

Single 464.20 

Pensioner couple (each) 387.60 

Single rate payable to one of a couple, if separated due to illness, or non-recipient partner is imprisoned or in 
psychiatric confinement 

* This does not include Pharmaceutical Allowance of $5.80 per fortnight for single or couple combined, or $2.90 per 
fortnight if only one of a couple is a pensioner. 

In addition to pension payments, some subsidiary payments are available. Some of 
these payments are: 

□ rent assistance; 
m pharmaceutical allowance; and 
b telephone allowance. 


Age FeraOTs 

The DFCS submission to the Senate Select Committee Inquiry into 'Superannuation 
and living standards in retirement' states that current expenditure on age pensions 
represents 2.9 per cent of GDP. 

In 2001, there were 2.6 million people of Age Pension age, of these 92 per cent receive 
government assistance. A total of 82 per cent receive an income support payment 
costing $17.6 billion. A further 10 per cent receive a Commonwealth Seniors 
Health Card. 

Two-thirds of current age pensioners receive the maximum rate, and one-third 
receive part-rate pensions. However, almost 48 per cent of those becoming eligible 
for an Age Pension receive part-rate pensions, reflecting their greater level of 
private resources. This trend will increase with the Superannuation Guarantee. It is 
estimated that by 2050, 66 per cent of age pensioners will receive part-rate pensions. 
However, the Age Pension will be a safety net for people who are unable to save 
for their own retirement. 

The Age Pension is for men aged 65 or over and for women aged 62.5 or over. The Age 
Pension qualifying age for women who were born on or after 1 January 1943, will 
increase incrementally to 65, as illustrated in Table 7.9. 
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Table 7.9 

Increase in Age Pension age for women 


Birth date 

Age Pension 
eligibility at age 

Date of 
change 1 July 

1/7/1941 -31/12/1942 

62.5 

2003 

1/1/1943-30/6/1944 

63.0 

2005 

1/7/1944-31/12/1945 

63.5 

2007 

1/1/1946-30/6/1947 

64.0 

2009 

1/7/1947-31/12/1948 

64.5 

2011 

1/1/1949 or later 

65.0 

2013 


Pension applicants must have resided in Australia for a total of 10 years, at least five 
of which must have been continuous. Certain absences count as residence for people 
whose total 10 years' residence in Australia has not been continuous. The social 
security agreements between Australia and other countries may also affect eligibility. 

Australia has reciprocal social security agreements with a number of other countries. 
These agreements are formal treaties so that the cost of providing pensions is shared 
when people move countries. Where a person has an entitlement to a foreign 
pension, this is taken into account for social security purposes. Further information 
on payment of pensions overseas and claiming foreign pensions can be obtained 
directly from Centrelink. 


Pension Bonus Scheme 

A bonus will be paid to people who continue to 'work' in paid employment for at least 
20 hours per week and defer take-up of the Age (or Service) Pension. The bonus paid 
will be based on the amount of pension to which the person is entitled, and the 
number of years for which the pension is deferred. Accrual of entitlement to the bonus 
commences the later of: 

□ 1 July 1998; or 

■ the date on which a person qualifies for the pension on age and residency grounds. 

The earliest bonus payment date was 1 July 1999 and is payable when the pension is 
received. After the initial 12 months you can be paid for a part-year subject to a pro 
rata work year. It increases for each year of pension deferral, up to a maximum of five 
years. The lump sum bonus payment is tax free. Various conditions must be met to be 
eligible for the bonus, including 960 hours of gainful work each year. 

The amount of the bonus is calculated: 

9.4 per cent of Age or Service Pension entitlement (excluding add-ons such as Rent 
Assistance) at the time of pension take-up, for each year of deferral, multiplied by 
number of years deferred. 

(As the age pension is subject to indexation, the bonus will vary.) Table 7.10 shows the 
maximum amounts payable based on 20 September 2003. 
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Table 7.10 

Maximum bonus payable 


Number of 
bonus years 

Bonus 

multiple 

Maximum bonus 
payable to single 
person 

Maximum bonus 
payable to partnered 
people (each) 

1 

9.4% 

1 107 

924 

2 

18.8% 

4 427 

3 695 

3 

28.2% 

9 960 

8315 

4 

37.6% 

17 706 

14 781 

5 

47.0% 

27 666 

23 096 


Example 7.4 


Joe defers receiving his Age Pension for five years. He is then eligible to receive a $300 per fortnight 
Age Pension. The lump sum bonus that he will be entitled to is: 

9.4% of ($300 x 26 fortnights x 5) x 5 years = $18 330. 


Pensioners overseas 

An Age Pension can be paid whilst the pensioner is outside Australia provided: 

□ the usual Age Pension qualifications continue to be met; 

□ Centrelink is informed before the pensioner leaves Australia (preferably with at 
least six weeks' notice); and 

□ the pensioner is not going to New Zealand. 

For the first 26 weeks of an absence, the full pension rate can be paid. If the 
departure is temporary, add-ons such as Pharmaceutical Allowance and 
Rent Assistance can continue to be paid if the person still qualifies for them. 
Add-ons will stop if departure is permanent (Centrelink 2003, p. 142). 

After the first 26 weeks, the full basic component of pension can be paid if the pensioner 
has lived in Australia for a period of at least 25 years from age 16 up to Age Pension age. 
A proportional amount of pension can be paid for less than 25 years' residence. 

Payments cease after six months if Centrelink was not informed before the pensioner 
left Australia and a Departure Certificate was not obtained. 


Travel to New Zealand 

The Age Pension can be paid for up to 26 weeks when the pensioner travels to New Zealand 
for a visit. However, if the pensioner leaves Australia for at least 12 months, or permanently, 
the Australian pension stops on the pensioner's departure. Australian pensions can only 
continue when the New Zealand pension is not provided. 


Wife Pension 


The Wife Pension is for female partners of age pensioners or disability support 
pensioners. Where the word 'partner' is used, it describes a member of a couple, 
whether they are married or living in a de facto relationship. 

There have been no new grants of Wife Pensions since 1 July 1995, but payments to 
people already receiving a Wife Pension continue, unless the recipient is disqualified, for 
example, due to the death of their pensioner partner, or by the income or assets test. 
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New applicant partners will need to apply for other types of payments such as Disability 
Support Pension, Newstart Allowance, Sickness Allowance, or Parenting Payment. 

A recipient of a Wife Pension is subject to the income and assets tests to determine the 
amount of pension. Wife Pension payment is subject to income tax while the other 
benefits are exempt from tax. 


Facilities/ger«g availalilte for peMBiers 

Pension Loan Scheme 

Part-rate age pensioners can increase their pension up to the maximum rate in the 
form of a low interest loan, if they have sufficient assets as security. There will be some 
set-up charges. The total value of the loan and interest are limited by life expectancy 
and the value of real assets. Interest will be charged on the loan in compound terms at 
a rate to be fixed by the Minister for Social Security by notice published in the 
Commonwealth Gazette. 

Eligibility rules require people to be of Age Pension age, and to qualify for some 
payment under either the income or assets test. The loan can be repaid at any time, or 
the debt can be paid by their estate after they die. Additionally, a return can be made 
at any time to the part-rate pension. 


Question 7.1 

John and May own their own suburban home and other assets, including a beach house. 
As a result of the assets test their pension is reduced by $150 each fortnight They wish 
to keep the beach house for their own, their children and grandchildren's use, but the 
maintenance and rates expenses have become a burden. What action would you 
recommend for them to increase their pension? 


Interest-free advance loan 

Pensioners and allowees can receive an interest-free advance loan of between $250 and 
$500 on their pension of up to the lesser of the amount requested, $500, or six per 
cent of their annual benefit. The advance can be used for any purpose. Repayments are 
made out of the pension, which is reduced for a period of up to 13 fortnights. 
Advances are limited to one per 12-month period. 


Example 7.5 

Mary receives a Widow Allowance of $200 per fortnight. She requests an advance of $400. 

She will receive the lesser of: 

□ $500; 
d $400; or 

a 6% x $5200 = $312. 

So she receives $312. 

Tax issues 

Pensioners whose only income is a pension do not have to fill in a tax return. 
Pensioners with income over the tax-free threshold are eligible for a pensioner rebate 
which changes each year, plus the $150 low-income rebate which is allowed on 
assessment of their tax return. 
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Part E: Income support for those of workforce age 

Unemployed people 

Programs for the unemployed aim to provide basic income support to unemployed 
people and their partners to help them to re-enter employment. Several types of 
payments are available for unemployed people, including: 
s Youth Allowance; 

□ Newstart Allowance; 

□ Mature Age Allowance; and 
m Partner Allowance. 

Conditions must be met to be eligible for benefits. It is not proposed to cover all of 
these in this module, but candidates need to be aware of such requirements which can 
be obtained from Centrelink. 

Full employer contact details are required on an unemployed person's fortnightly 
statement to make it easier for Centrelink to verify a person's job search efforts with 
employers. When this information is not provided, the pension will not be paid for 
the relevant period and may be subject to a penalty non-payment period. 

A job seeker diary is required to encourage more active job search, especially in the 
early stages of unemployment. An activity test breach may be imposed if the diary 
shows poor or inadequate work efforts. 

A dedicated telephone 131158 and fax 132115 contact service is available for employers 
to provide information transfer between employers and Centrelink. 

Activity tested payments such as Newstart and Youth Allowance have penalty provisions 
applied in certain situations. 

Penalty provisions for breaches of the Social Security Act result in reduced payment 
and non-payment periods for those who do not comply with the activity test or who 
move without sufficient reason to an area of reduced employment prospects. These are 
given in Table 7.11. 

Table 7.11 

Penalty provisions for breaches of the Social Security Act 

Type of breach _ Penalty _ 

Activity test First breach: 18% reduction for 26 weeks 

Second breach: 24% reduction for 26 weeks 
Each subsequent breach: Non-payment period of 8 weeks 
Administrative breach Rate of allowance is reduced by 16% of maximum basic benefit for 13 weeks. 

Activity test breaches include: 
m failing to attend a job interview; 

E3 failing to complete a labour market program or dismissal from such a program 
prior to its completion due to misconduct; 

■ failing to declare earnings from employment; 
m failing to undertake effective job search; 

■ failing to enter into an activity agreement; 

□ refusing a job offer; 
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■ voluntarily giving up a job without a sufficient reason; and 

■ unemployment due to misconduct, for example damaging property owned 
by the employer. 

Administrative breaches will include: 

■ failing to comply with a requirement to attend an office of Centrelink when 
asked to do so; 

a failure to notify of changes to a customer's circumstances; and 

■ failing to reply to letters from Centrelink. 

People aged 50 years or more can meet the activity test by: 

■ undertaking full time voluntary work with an approved organisation for an 
unlimited number of days each year; or 

■ undertaking a combination of voluntary work with an approved organisation and 
suitable paid work amounting to a total of 40 hours per fortnight. 

However, they must also be available and willing to undertake suitable paid work. 

Similar rules apply to people under age 50 who have been in receipt of income support 
for 12 months and have not been selected for intensive employment assistance, or if 
they have been in receipt of income support for at least 3 months. 

These provisions aim to: 

h expand the range of activities that older and long-term job seekers can pursue and 
still be eligible for payment; and 

■ assist them to remain within the labour market. 

Liquid assets waiting period 

In addition to an ordinary seven-day waiting period, there is a waiting period of up to 
13 weeks if, on the day a person or their partner became unemployed, their liquid 
assets exceeded $2500 for single people or $5000 for couples combined. 

The waiting period is calculated by subtracting these threshold levels from available 
funds and dividing the result by $500, if single, or $1000, if partnered. For example, 
if a partnered couple has liquid assets of $10 000 (after serving any other waiting 
periods), the liquid assets waiting period is: ($10 000 - $5000) / $1000 = 5 weeks. 

Liquid assets as well as cash include shares, debentures, bank accounts, term deposits 
and 10-year insurance bonds. 


Income Maintenance Period 

If a person received leave entitlements from their previous employment, 
including annual leave, long service leave, sick leave and maternity 
leave, they may have to serve an 'income maintenance period'. 

Income maintenance periods apply from the date leave entitlements are 
received, for the period covered by the leave (Centrelink 2003, p. 34). 

It does not include ETPs, employee bonuses or golden handshakes. Waiting periods 
may be waived: 

■ if a person is experiencing severe financial hardship, that is, the person has less 
than the equivalent of two weeks' allowance payment; and 
□ where a person's hardship has been caused by unavoidable and essential expenditure. 



7.26 STUDY GUIDE 


Employment/Education Entry Payment 

People on Youth and Newstart Allowance for at least 12 months who: 

■ take up full-time employment may qualify for an Employment Entry Payment of 
$104, if they have not received one in the past 12 months; 

■ are undertaking an approved course of study can receive a $208 Education Entry 
Payment. This payment is to assist with the up-front costs of study, such as book 
purchases, student union fees and course fees. 


Youth Allowance 


The Youth Allowance (YA) program provides income for people under 21 years who 
are looking for work, or work experience, and participating in training and education 
or under 25 and full-time students. 

When a job seeker reaches age 21, he or she has to lodge a claim for Newstart Allowance. 

YA can be paid to unemployed people aged between 21 and 25 who are starting 
full-time education which is longer than 12 months duration. 

After age 25 youth allowees who are full-time students in an approved course are paid 
at YA rates (including Rent Assistance) without parental means testing; and those 
people who commenced a course before age 25 and were not eligible for YA may claim 
payment as independent students. Independent or homeless persons who are age 
15 years and above or above the school leaving age can be eligible for Youth Allowance. 

YA is paid to: 

■ the parents of an under 18 youth allowee; or 
□ a youth allowee who is 18 and over. 

Parents cannot claim Family Allowance for a child receiving YA. 

YA means tests 
Personal income test 

The personal income test for YA is the same as for the Allowance income test, except 
that full-time students have a higher income free area and can accrue the unused free 
area of income in an 'income bank' for the period of their course, up to a maximum of 
$6000. Income bank credits can be used to offset any income earned that exceeds the 
fortnightly income-free area. When the full-time student ceases studying the income 
bank credit is reduced to nil. Table 7.12 shows income free areas. 


Table 7.12 


Youth Allowance income-free areas per fortnight 


Personal income 
Income free area 

YA reduces by 50c in $1 between 
YA reduces by 70c in $1 over 


Fuil time student Other young people 


$236 and $316 
$316 


$236 


$62 and $142 
$142 


$62 


The personal income test applies to gross income, i.e. before deduction of 
education expenses. 
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Personal assets test 

A personal assets test applies to independent people (but not to those subject to the 
parental means test). The allowance assets test limits apply. 


Partner income test 

The Newstart partner income test applies to independent people only. It reduces YA by 
70c for each dollar by which their partner's income exceeds the cut-out point of the 
applicable income support payment claimed. 


Liquid assets test 

A deferment period of up to 13 weeks applies to YA where liquid assets exceed 
$2500 for single people and $5000 for couples or singles with dependent children. 
Some education expenditure is allowed to be deducted from liquid asset amounts. 


Parental means test 

A parental means test applies to full-time students up to age 25 and other youth 
allowees up to age 21, unless they are independent. 

Maintenance payments received by parents are assessed as ordinary income under the 
YA parental means test. This test measures the parents' ability to financially support 
their dependent children, and is based on the AUSTUDY means test by including 
parental income and assets tests and the actual means test. 

Exemption from the parental means test is available to those persons who: 

■ have a dependent child, 

■ are married, or are in de-facto relationship for a minimum two years, 

■ are homeless, 

■ have supported themselves for at least 18 months out of the last two years, or 

■ satisfy the safety net criteria, i.e. over 18, have worked full-time for 12 months or 
more, live away from home or have no support from their family and are 
disadvantaged in terms of employment or education. 

There are three parts to the parental means tests, 
i Family Assets Test: 

If the youth is dependent, the family assets test applies to determine YA eligibility. 
Youth Allowance is not payable if the family's assets exceed $490 500. This takes 
into account personal, overseas, farm and business assets but excludes the family 
home. In the family assets test, a 75 per cent discount applies to net business 
and farm assets. 


If the youth is independent, pensioners' assets limits apply. 
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ii Parental Income Test: 

Parental income test applies to dependent young children. If parent(s) receive an 
income support payment, the parental income and assets tests do not apply. 

Youth Allowance entitlement is reduced if parents' income exceeds $28 150 
per annum. This upper limit increases for each dependent child as follows: 

. $1230 for one additional child under age 16, 

■ $2562 for each subsequent child under age 16, 

□ $3792 for each student receiving YA aged 16 to 24, and for each unemployed 
child receiving YA aged 16 to 20, and 

■ $7585 for a tertiary student receiving YA with living away from home rate 
where there are two such children. 

iii Family Actual Means Test: 

The Family Actual Means Test applies if the youth is dependent and one or 
both parents: 

■ had an interest in a trust, private company or unlisted public company, 
o was self employed or a partner in a partnership (farmers are excluded), 

> earned $2500 or more .from overseas sources, and 

B was a salary earner and claimed a tax deduction for business losses which is not a 
passive investment loss in the partnership tax return. 


Newstart Allowance 

The Newstart Allowance (NSA) program provides income to people who are unemployed 
and are looking for suitable employment. To qualify for NSA, people should be aged 21 or 
more but under Age Pension age, unemployed, registered with Centrelink, satisfy the 
activity test, be prepared to participate in work experience programs or training, or be 
temporarily incapacitated for work. In order to satisfy the activity test, a person must be 
actively seeking a suitable job and comply with a request from Centrelink to accept a paid 
job, undertake an approved course of vocational training, or be willing to enter into a 
'Preparing for Work' Agreement. The Agreement is set up to improve the employment 
prospects of unemployed people, depending on their skills, education, experience, age 
and local employment possibilities. Some of the activities to improve employability 
include job search training, vocational training, job search, and paid work experience. 
Approved voluntary work may also be undertaken. NSA recipients who are incapacitated 
for work will remain on NSA subject to the provision of medical certificates. If a NSA 
recipient is exempt from activity test because of incapacity, NSA is payable for up to 
three months if the person is temporarily overseas for medical treatment. 

Unemployed people may receive regular income and other fringe benefits to maintain their 
standard of living with NSA if their financial and personal circumstances are appropriate. 
Income from other sources affects the level of NSA payments through the income and 
assets tests. 


STUDY 6UIDE 7.29 


Preclusion periods for high income seasonal or intermittent workers 

Seasonal or contract workers are required to complete a form detailing their assets and 
cash flows when they claim Newstart Allowance. A preclusion period will prevent 
single people on incomes above average weekly earnings (AWE) and couples with 
combined income above twice AWE who are: 

■ seasonal, intermittent or contract workers from immediately accessing Newstart 
Allowance during the 'off season' or between contracts; or 
n workers, who have their leave entitlements cashed out in their salary payments, 
from receiving Newstart Allowance over Christmas shutdowns. 

A formula is used to calculate the preclusion period based on the income received 
from employment. 

Other seasonal workers, who receive a small retainer during the season and a large lump 
sum distribution from the season's profit, have the lump sum assessed either as income 
over 12 months or as a deemed asset (see section 'Treatment of lump sums'). 


Mature Age Allowance 

The Mature Age Allowance (MAA) provides assistance to long-term unemployed 
persons aged 60 or over but below Age Pension age. Mature Age allowees are 
automatically transferred to the Age Pension upon reaching the Age Pension age. 

Conditions of eligibility to receive a grant of the MAA are that the person must: 

■ be age 60 but less than Age Pension age; 

■ have no recent work experience, that is, not more than 20 hours per week for 
13 weeks in the previous year; 

■ have been in receipt of a Centrelink or DVA income support payment for the 
preceding nine months and 

B been in receipt of Newstart Allowance at the time of the claim, or 
D have received a payment of a pension, for example Carer Payment or a non¬ 
activity tested allowance, in the 13 weeks preceding the claim; 

■ be an Australian resident and present in Australia at the time of the claim, but 
MAA can continue to be paid into a bank account in Australia during temporary 
overseas absences of up to 26 weeks. 

Recipients have access to a Pensioner Concession Card. A non-activity test applies, 
and recipients are therefore not required to look for work or do training. MAA recipients 
will be automatically transferred to Age Pension on reaching Age Pension age. 

Note: Government legislative changes from 20 September 2003 mean there will be no 
new grants of the Mature Age Allowance. People receiving MAA prior to 20 September 
2003 will continue in payment as long as they retain basic eligibility and satisfy the 
income and assets tests. 


Partner Allowance 

Partner Allowance (PA) is intended to provide adequate income support for partners 
of pensioners or allowees who face barriers to finding employment because of their 
previous limited participation in the workforce. 

PA is paid to people under Age Pension age who were born before 1 July 1955, have no 
dependent children and are dependent partners of pensioners, allowees or recipients 
of ABSTUDY. 
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To qualify for the PA a person must: 

□ be the partner of a person aged 21 years old or over who is receiving Age Pension, 
Disability Support Pension, Newstart or Sickness Allowance (NSA or SA); 

□ be an Australian resident and living in Australia; 

■ not be qualified for Parenting Payment, that is, have no dependent children under 
age 16; 

■ have no recent workforce experience, that is, have not worked for 20 hours a week 
for 13 weeks or more in the last 12 months; and 

□ be born on or before 1 July 1955. 

PA recipients have access to the Jobs, Education and Training QET) program. However, 
it is not activity tested and recipients are not required to look for work or do training. 

Note: Government legislative changes from 20 September 2003 mean there will be 
no new grants of the Partner Allowance. People receiving PA prior to 20 September 
2003 will continue as long as they retain basic eligibility and satisfy the income and 
assets tests. 


Payment to widows 


Widow Allowance is available to women aged at least 50 years who were divorced, 
separated or widowed after 40 years of age. No recent workforce experience (i.e. 20 hours 
work a week for 13 weeks in the last 12 months) is required. 

Widow Allowance continues for widows under Age Pension age, and Newstart 
Allowance rates and income and assets tests apply. 

Widow B pension is being phased out, and there have been no new grants of Widow B 
Pension since 20 March 1997. Pension income and assets tests apply, and single 
Parenting Allowance rate is paid. 


Rates of payment 


Table 7.13 lists a range of social security payments. The following rates of payments 
apply to Newstart, Partner, Sickness, and Youth Allowance and Parenting Payment from 
20 March 2004. 


Table 7.13 


Rates of payment (from 20 March 2004) 


Family situation 


Maximum payment 
1$ per fortnight) 


Newstart Allowance (NSA), Mature Age Allowance (MAA) 
Partner Allowance (PA), Sickness Allowance (SA), 

Special Benefit (SpB), Widow Allowance 
Single 


21 years or over, with children 
21 years or over, no children 


421.00 

389.20 

426.80 


60 or over, after 9 months 
Couples (each) 


partnered 

Parenting Payment (Partnered) 
Parenting Payment (Single) 


351.10 

351.10 

464.20 
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Disabilities and the sick 


This program provides income to people with disabilities and to their carers. There are 
several payment schemes available, including: Disability Support Supplement, Sickness 
Allowance, Child Disability Allowance, Mobility Allowance and Wife and Carer Payments. 
Australian citizens, refugees with permanent residency status and residents of Australia 
can claim for the disability and the sick allowance. 


Disability Support Pension 

This program is designed to provide an adequate level of income for people who are 
blind or who have physical, intellectual or psychiatric problems and who can not 
work for at least 30 hours per week at award wages. Disability Support pensioners may 
be offered rehabilitation, vocational training programs and job search assistance. 

The Disability Support Pension is similar to the Age Pension. To be eligible for the 
Disability Support Pension, a person must: 

■ be aged less than pension age but over 16; 

■ as a result of the incapacity, be unable to work or undertake educational or 
vocational training for at least the next two years; 

■ satisfy requirements for assets and income tests and Australian residency; and 

■ have at least 20 per cent impairment level; or 
□ be permanently blind. 

Carer Payment 

This program provides income for a person providing personal care to a severely 
disabled (physically, intellectually or psychiatrically) person. Due to their demanding 
caring role, they are unable to support themselves through full participation in 
the workforce. 

A carer of a person with a physical, intellectual or psychiatric disability who is providing 
full-time care can receive a Carer Payment if the person they care for has a family 
income of less than $79 472 per year and that person's assets are less than $490 500. 

The standard pension income and assets tests apply to the Carer Payment. Eligibility for 
a Carer Payment also requires that the carer must live with the cared person and the 
carer must not be receiving a social security or service pension or benefit. 

If the recipient of the Carer Payment is also severely handicapped and over the 
pension age, the pension payments and other benefits are not subject to income tax. 
Such people can receive the Carer Payment regardless of where they live, provided 
they are giving the necessary level of care on a full-time basis. The Carer Payment 
continues for 14 weeks after the person being cared for permanently enters a nursing 
home or similar institution. 

Carers can take part in paid or voluntary work, education or training for up to 
20 hours a week. 

The period of respite a carer can take while still remaining eligible for Carer Payment 
is 52 days per year. 
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Carer Allowance 

This payment helps parents or carers to care for children and adults with a disability at 
home. This supplement is paid to a person who provides daily care and attention to a 
person with a disability, which causes a substantial functional impairment. 

Carer Allowance is paid in addition to any income support payment such as Carer 
Payment or Age Pension. 

The payment is non-taxable and is free of the income and assets tests. The current rate 
is $90.10 per fortnight. 

The carer and the person being cared for must be living together in the same private home. 


Sickness Allowance 

Sickness Allowance is provided to those who are aged 21 and over but under age 
pension age and cannot work temporarily because of an accident or sickness. Where a 
medical certificate is provided, the allowance is paid for up to 12 months, or, if special 
circumstances exist, it can be extended for a further 12-month period. Steps must be 
taken to claim compensation if applicable, and this in turn affects the payment. 

People claiming Sickness Allowance do not need to provide evidence for income loss 
due to sickness or injury. Sickness Allowance recipients are treated in the same way as 
those receiving Newstart Allowance, and must have a job or full-time study to return 
to. Sickness Allowance is not payable to Youth Allowance recipients who become 
incapacitated for study. 

Sickness Allowees are allowed a 14-day period of grace for lodging a medical certificate 
before their payment is cancelled. If a new certificate is lodged within that period, 
payment can be approved up to a maximum period of 13 weeks. 

Payment of Sickness Allowance and exemption from the activity test continues past 
52 and 104 weeks if the recipient still has a continuing temporary incapacity to work. 


Part F: Special social security payments 
and entitlements 
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Table 7.14 summarises supplementary payments provided under the Centrelink 
program area of "Provision for special circumstances'. 

Table 7.14 


Summary of supplementary payments through Centrelink 


Supplementary payment 

Reason for payment 

Rent Assistance 

To assist people with limited income in paying their rent to 
private landlords 

Concession cards 

To help with reduced cost of pharmaceuticals and other 
concessions (e.g. Health Care card. Pensioner Concession card. 
Commonwealth Seniors Health card) 

Remote Area Allowance 

To assist people receiving Centrelink payments and living in a 
designated remote area 

Bereavement Payment and Allowance 

To provide financial assistance to a surviving partner 

Exceptional Circumstances Relief Payment 

To assist farmers in periods of exceptional circumstances 
beyond their control 

Disaster Relief Payment 

To help victims of a major disaster 

Special Benefit 

To assist people who are in financial hardship 

Crisis Payment 

A one-off payment designed to help new and existing benefit 
recipients who are in financial hardship. The payment may be 
made where you are forced to leave your home and establish a 
new one for a number of reasons such as domestic or family 
violence, household fire or because of release from prison/ 
correctional centre. 
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Part G: Social security services 


Centrelink and DVA provide a variety of services to recipients of pensions and benefits. 
You need to be aware of these services to provide access to current information to enable 
you to provide financial advice to some of your clients. In the following sections, some 
of the important social security services will be outlined. 


Services for the financial industry 

Centrelink and the Department of Family and Community Services (DFCS) maintain a 
mailing list for community groups and the financial industry. Information is sent 
automatically to those on the mailing list and includes the following items: 

■ A guide to Commonwealth Government payments) 

■ Centrelink Information . A guide to payments and services ; 

□ Age Pension News; 

■ budget kit; and 
m annual report. 

To be added to the mailing list, contact Centrelink Call on 13 2300. 


Financial Information Service 

Centrelink is more than a payment agency. It also provides information on investment 
options available to its clients and promotes the better use of financial and other 
assets. The Financial Information Service (FIS) provides financial and taxation 
information to help pensioners improve their standard of living in retirement by using 
their assets to their best advantage. 

Centrelink's Financial Information Service is a free and independent service 
available to anyone. 

Centrelink Financial Information Service (FIS) Officers can provide people 
with free, independent and expert information so that they are better 
equipped to: 

n recognise and pursue their financial options; 
b make better financial decisions; 
b understand investment products and how they work; 
m approach/undertake their own financial planning; 
b recognise when they might need financial advice, and how to go 
about getting it; 

r understand their own financial affairs and the available options; 
h understand social security payments and provisions as they may 
affect individuals; and 

a understand taxation provisions and requirements as they may 
affect individuals. 

The FIS Officer is not able to recommend any particular type of investment 
(Centrelink 2003, p. 80). 

The Financial Information Service also organises seminars and workshops on topics 
such as financial strategies, investing, debt management, housing, retirement and 
estate planning and wills. 
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Services for retired people 

Age Pension News is a free quarterly newspaper which is sent automatically to all age 
and service pensioners. It provides relevant information for pensioners about changes 
in rates and payments. 


Services for people with disabilities 

In this scheme, people with disabilities are provided income support, rehabilitation, 
and access to jobs and training programs. These programs are voluntary and a person 
with disabilities may elect not to participate in them without affecting their pension 
or allowance. 


Services for sole parents, widows and carers 

The Jobs, Education and Training (JET) program is designed to improve the financial 
circumstances of eligible sole parents, widow allowees, carer pensioners and certain sole 
parent special beneficiaries. The objective of this program is to help participants to 
re-enter the work force by overcoming the barriers they face in gaining re-employment. 


Services for homeless people 

This service is designed to assist homeless people, people such as victims of domestic 
violence and mentally ill people to receive their correct social security entitlements 
and other needs. 


So far, we have discussed the various social security programs, payments, benefits and services. 
Now we will take up the important issue of income and assets tests for income support payment 
recipients. The social security pensions and benefits provided to the various categories of people 
are subject to means tests (that is, income and assets tests). 
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Part H: Assets and income tests 


The main objective of social security is to provide income support to those who do not 
have an adequate level of income. However, Commonwealth Government pensions 
and benefits are subject to income and assets tests in order to satisfy Government 
objectives including: 

■ ensuring the payments and benefits are made within the budgetary constraints to 
those who are genuinely in need; 

□ avoiding the exploitation of the means tests; 

■ maintaining incentives for self-funding for retirement; and 

■ ensuring that people in the same financial situation are treated equally and fairly. 

Following is a general explanation of income and assets tests and the elements 
included and excluded from such tests. 


Assets 

An asset is any property or possession owned partly or wholly by a person, including 
those assets which are held outside Australia. Assessable assets include cash and 
money in banks or other financial institutions, and property. 

The asset value for assets test purposes is the market value of an asset, reduced by any 
valid debts or encumbrances secured on that particular asset. For example, for an 
investment property with a market value of $120 000 which has a mortgage of 
$50 000 secured on it, the net value is $70 000. If the mortgage was secured on an 
exempt asset such as the principal home, then there is no assessable asset from which 
to deduct the loan. The full value of the investment property would be assessed. 

Assessable assets include: 

■ financial investments, such as term deposits, bank, building society, and credit 
union deposits, friendly society bonds, loans, debentures, shares and other 
managed investments; 

■ allocated pensions and annuities; 

h the value of businesses and farms, including goodwill; 

■ the value of real estate, including holiday homes; 
q the surrender value of life insurance policies; 

n the value of loans, including those to family trusts, family members, 
organisations, and so on; 

■ total gifts over $10 000 each financial year (single person or a couple); 

■ total gifts over $30 000 in a rolling five year period; 

m motor vehicles, boats and caravans not used as homes; 

■ household contents and personal effects; 

■ disposable, immediate or presently payable annuities; and 

■ pensions and annuities that don't meet the assets test exempt rules. 

The main exempt assets include: 

■ principal home and attached land of up to two hectares; 

■ accruing investments in superannuation funds, approved deposit funds and 
deferred annuities where the person is below Age Pension age; 

■ any cemetery plot, pre-paid funeral expenses, or exempt funeral bond of the 
person or their partner; 

■ proceeds from the sale of a previous home which will be used to purchase another 
home within 12 months of that sale; and 

■ pensions and annuities that meet the assets test exempt rules. 
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Income 

Income means an income amount earned, derived or received by a person, or a 

periodical payment or benefit by way of gift or allowance, including income from 

outside Australia. The income test for Family Tax Benefit is based on taxable income. 

For income test purposes, assessable income includes: 

■ deemed interest income from financial investments, such as cash, term deposits, 
bank, building society, credit union, friendly society bonds, life company 
insurance bonds, loans, debentures, shares and other managed investments, gold 
and other bullion, short-term annuities, superannuation, approved deposit funds 
(ADF) and deferred annuities (DA) held by a person over Age Pension age; 

e family trust distributions; 

■ deemed income on some gifts; 

■ gross income from earnings; 

■ net income from real estate, businesses and farms (these figures may be adjusted 
to disallow certain expenses); 

■ overseas pensions and other overseas income; 

■ income from lodgers and boarders; and 

■ income stream products such as superannuation and overseas pensions, allocated 
pensions, immediate annuities or allocated annuities. 

Exemptions from the income test include: 

■ Family Tax Benefit (these are not assessed using the pension income test, but 
assessed by taxable income); 

■ child disability allowances; 

■ the undeducted purchase price of immediate annuities; 

■ accumulating benefits in superannuation, ADF and DA fund investments held by 
a person under Age Pension age; and 

b once-off gifts from children. 


Treatment of lump sums 

Some lump sum amounts received by pensioners and allowees are apportioned as 
income over a 52-week period starting from the date on which the person is entitled to 
receive that amount (also see section 'Compensation and social security'). The exception 
is for one-off lump sums such as windfall gains, legacies and lump sum superannuation 
payments (including arrears or commutations of superannuation), which are exempt 
from the income test when received and are assets tested. Any such lump sum which is 
invested would be assessed under the extended deeming rules (see below). 

In the following sections, we will deal more specifically with the Age Pension income and 
assets tests as they operate at present. As mentioned in the introduction, the figures quoted 
below are subject to regular change and you need to be aware of current rates. 
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Pensions income and assets tests 


A person is able to have a certain level of income and assets and receive the full rate of 
pension. These 'free areas' or allowable income/asset limits are adjusted for inflation in 
July each year. The basic pension rate is adjusted for inflation twice each year in 
March and September. 

The rate of pension is calculated under two separate tests: an income test and an assets 
test. The test which results in the lower rate of pension is the one which applies. 

These tests do not apply to blind pensioners or to war and defence widow pensioners. 

Most people are affected by the income test. At 30 June 2000,94.1 per cent of age 
pensioners were paid under the income test and only 5.9 per cent under the assets test. 

Figure 7.2 shows the operation of the income and assets tests in determining the rate 
of pension to be paid. 


Figure 7.2 

Operation of the pensions income and asset tests 



We will now look at each of these tests in more detail. 


Pensions income test 

Pensioners are able to have income, for example from investments or part-time 
employment, up to the applicable allowable limits before their pensions are affected. 

A single pensioner's allowable income is reduced by 40 cents for every dollar over the 
allowable income limit. In the case of a couple pensioner, each member of the couple's 
pension is reduced by 20 cents for every dollar over the allowable income limi t 
Table 7.15 gives the allowable income limits for Age and Disability Support Pensions. 
These limits increase if the pensioner is eligible for rent assistance. 
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Table 7.15 

Pensions income test (from 20 March 2004) 


Allowable income limits Maximum pension income limit 
_ $ (perfortnight)* _ $ (perfortnight )* 


Single 


■ No dependent children 

120 

1 295.00 

■ One child 

144.60 

1 319.60 

■ For each additional dependent child 

Add 24.60 

Add 24.60 

Couple (combined) 

■ No dependent children 

212 

2164.50 

> One child 

236.60 

2189.10 

■ For each extra dependent child 

Add 24.60 

Add 24.60 


* Includes Pharmaceutical Allowance. 

Income over the allowable income limit reduces pensions by 40 cents for every dollar 
for singles and 20 cents for every dollar for couples. 

The effect on the rate of pension for a single pensioner is illustrated in Figure 7.3. 


Figure 7.3 

Effect of income on pension rate 



Pensions assets test 

A pensioner is able to have assets, for example investments and/or a holiday house, up 
to the allowable asset limit for the maximum pension rate, without the pension being 
reduced. The asset limit depends on whether the pensioner is a home owner or not, 
and whether the pensioner is single or a member of a couple, as shown in Table 7.16. 
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Table 7.16 

Pensions assets test (from 20 March 2004) 


Allowable asset limit 



for maximum pension 
rate to be paid 
(lower threshold) $* 

No pension is payable 
when assets reach 
(upper threshold) $ 

Single 

m Home owner 

149 500 

306 250 

■ Non-home owner 

257 500 

414 250 

Couple (combined) 

■ Home owner 

212 500 

473 000 

■ Non-home owner 

320 500 

581 000 


* Limits include Pharmaceutical Allowance, and are higher if eligible for rent assistance. 

Assets over the allowable limits reduce the pension by $3 per fortnight for every $1000 
of additional assets for both singles and couples combined, as shown in Figure 7.4. 

Note: For persons in receipt of parenting payment single the allowance asset test 
rules apply. 


Figure 7.4 

Effect of assets on pension rate 



Hardship payments can be applied for if the pensioner has substantial assets which he 
or she cannot sell or could not be expected to sell, but is in severe financial hardship 
because his or her pension has been assessed under the assets test. 


Allowance income and assets tests 


Harsher income and assets tests apply to social security benefit payments such as 
Newstart Allowance, Widow Allowance, Partner Allowance, Sickness Allowance, 
Special Benefit and Mature Age Allowance. 
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Allowance income test 

Recipients of such allowances can have income of $62 per fortnight and receive the full 
rate of payment. Income above $62 per fortnight reduces payment by 50 cents for every 
additional dollar income. If income is above $142 per fortnight, the payment is reduced 
by 70 cents for every additional dollar of income. The cut-off point for payment is 
therefore much less than the pension income cut-off point. 

Note: For persons in receipt of parenting payment partnered the $142 impact point is 
increased to $245 per fortnight. 


Example 7.6 

Jane receives Newstart Allowance, and receives income from part-time work of $70 in one fortnight, 
and $170 in the next fortnight. Her Newstart Allowance will be reduced: 

■ for earnings in fortnight 1 by: 0.5($70 - $62) = a $4 reduction; and 

■ for earnings in fortnight 2 by: 0.5($142 - $62) + 0.7($28) = a $59.60 reduction. 


Allowance assets test 

If an allowee's assets exceed the pension allowable asset limits for maximum rates to 
be paid, (i.e. the lower threshold) as shown in Table 7.16, there is no payment made at 
all. There is no sliding scale as there is under the pensions assets test. 


Deeming provisions 

Commonwealth Government pensions and allowances are subject to deeming rules. 
The current percentage income deemed to have been earned on assets is shown in 
Table 7.17. This is the amount that is used for the income test, regardless of the actual 
return earned on an investment. 


Table 7.17 

Deeming rule rates (from 20 March 2004) 

■ 3 per cent deeming rate on financial investments applies to: 

■ the first $35 600 for single pensioners and allowees; 

■ the first $29 700 for a member of a non-pensioner couple; and 

■ the first $59 400 for pensioner couples combined. 

■ 5 per cent applies to financial investments over the $35 600 (single), $29 700 (member of a non-pensioner 
couple) and $59 400 (pensioner couple combined) amounts. 

Pensioners and allowees are only affected by deeming rules if their income exceeds 
the income test free area (as discussed above). Pensioners receive a full pension 
under the income test if their only income apart from the pension is from financial 
investments which are worth less than approximately $76 640 for single pensioners 
or about $134 000 for a pensioner couple combined, regardless of the actual amount 
of income generated from those investments. 

Assets which appreciate in value are included in deeming, even if the pensioner or 
allowee does not consider them as investments. The deeming rules cover financial 
investments and any liquid assets, including: 

□ cash; 

d accounts—cheque accounts and term deposits in banks, building societies, credit 

societies and so on; 
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■ friendly society and life company insurance bonds, units in unit trusts which hold 
investment property and other managed investments; 

■ listed and unlisted public company shares; 

qb loans and debentures; 

■ gold and other bullion; 

■ excess gifting (for five years after the gift was made); 

■ rollovers/superannuation fund investments held after Age Pension age; and 

■ non-assets test exempt term annuities of five years or less. 

The following assets and investments are assessed on actual income (if any) and are 
excluded from the deeming rules: 

■ family home; 

■ non-investment personal assets, e.g. family car, boat, contents of the family home; 

■ conventional life insurance products; 

■ antiques, stamp or coin collections; 

■ overseas pensions; 

■ farms, holiday homes or other real estate (current net income is assessed, or if not 
available, a minimum of one-third of gross rent is allowed to cover rates, 
insurance, repairs etc., if these are paid by the Centrelink customer); 

■ most income stream products, e.g. superannuation pensions, allocated pensions, 
immediate annuities or allocated annuities; and 

■ business income and private company shares. 

Some banks offer accounts which pay interest at the current deeming rates. The deeming 
system provides pensioners and allowees who have a variety of financial investments 
one simple set of rules to determine their income from such investments. This system 
encourages investors to maximise investment income rather than to maximise 
Commonwealth Government pension entitlement because the investors accumulate 
higher returns. 

The rules allow pensioners and allowees to plan their finances with more certainty 
and increase the incentive for them to earn more from financial investments. This is 
because where a pensioner or allowee earns more than the deeming rates, the extra 
does not count as income and does not reduce the pensioner's or allowee's pension. 
Table 7.18 summarises the way in which the deeming rule works. 


Table 7.18 

Summary of the deeming system, using deeming rates from 20 March 2004 


Single pensioners and allowees _ Pensioner couples (combined)* 


Step 7 

Add the person's financial 
investments together 

Add the couple's financial 
investments together 

Step 2 

The first $35 600 of investment is 
deemed to earn 3% p.a. 

The first $59 400* of investment is 
deemed to earn 3% p.a. 

Step 3 

Investments over $35 600 are 
deemed to earn 5% p.a. 

Investments over $59 400* are 
deemed to earn 5% p.a. 

Step 4 

Add total deemed income to other 
income, e.g. earnings, rent. 

Add total deemed income to other 
income, e.g. earnings, rent, etc. 

Step 5 

* For a non 

Calculate pension under the income 
test using the total in Step 4 

-pensioner couple, $29 700 for each member. 

Calculate pension under the income 
test using the total in Step 4 
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Example 7.7 


Ms Ford is a single home-owning pensioner and on 20 September 2003 she has the following assets: 


Investment 

Value ($) 

Growth (% p.a.) 

Income (% p.a.) 

Income ($ p.a.) 

Pensioner deeming account 

20 000 

0.0 

3.0 

600 

Property trust 

30 000 

0.0 

6.5 

1950 

Balanced unit trust 

60 000 

5.2 

5.5 

3300 

Total 

110 000 



5850 


The first $35 600 of financial investments is assessed at 2.5% and the rest of Ms Ford's financial 
investments are assessed at 4.0%. 

Ms Ford's deemed Income = ($35 600 x 0.03) + (($110 000 - $35 600) x 0.05] 

= $1068 + $3720 

= $4788 


This income amount is then used to calculate Ms Ford's pension entitlement. 


Question 7.2 

Mary is a single age pensioner. She has: 

■ a vacant block of land valued at $50 000; 

■ a managed property trust investment of $60 000 which returns eight per cent 
per annum; and 

■ a term deposit of $35 000 with five per cent per annum interest rate. 

She is a non-home owner. How much does Mary actually earn and how much is Mary 
deemed to earn? Are there any strategies that you would recommend Mary to adopt? 
This is her only income apart from the Age Pension. 


Question 7.3 

Mr and Mrs Francis have: 

■ $38 500 in a pensioner account earning 3 per cent interest' and 

■ friendly society bonds they purchased in 1986 for $21 000. The bonds have a current 
value of $32 500. 

They own their home, but have no other assets or income. 

How is their pension income affected if Mr and Mrs Francis keep the bonds? 


Question 7.4 

Ms Dunton is a single home-owner pensioner. Her assets are: 

Home $200 000 

Car $20 000 

Financial assets $45 000 

Total: $265 000 

Whilst she owns her own home, her assets do not exceed the asset test threshold for a 
full pension. If she sells her house for $200 000 net of all costs, and does not intend to 
replace the house, she is classified as a single, non-home owner. 

Advise Ms Dunton whether this will result in any loss of her pension. 
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The next question tests your understanding of the income and assets tests for the 
purpose of Newstart Allowance. 


Question 7.5 

Your client Ms Rich is single with no children. She has assets of $215 000 excluding her home. 
Recently, at the age of 44, she was offered a redundancy package to leave her job after 
working for 23 years. She has decided to accept the superannuation and redundancy packages 
that were suggested by her employer. 

Is Ms Rich entitled to a Newstart Allowance? 

As we mentioned before, social security entitlements are determined by income and 
assets tests. Your clients are able to dispose of and gift some of their assets without 
affecting their social security pension. In the next section we will cover disposal and 
gifting of assets. 


Disposal/gifting of assets 


In any financial year, pensioners can give up to $10 000 per year as gifts without 
affecting their pension or/and benefits. This can provide considerable opportunity to 
help pensioners' relatives and increase the level of pension entitlement over a period 
of time. Deprivation rules apply for any excessive gift over $10 000. This limit applies 
to both a single pensioner or a couple. It includes: 

■ money or any asset transferred to members of the family or other relatives; 

■ gifts to other people or charities; 

■ assets sold for considerably less than their current market value; and 

■ amounts gifted in the five years immediately prior to the grant of the pension 
which exceed the $10 000 limit. 

Any disposals or gifts over this $10 000 limit are treated as: 

■ an assessable deprived asset amount for a period of five years for assets test 
purposes when calculating a pension, allowance or benefit; and 

■ the assessable deprived asset amount is added to the person's other financial 
investments and then the deeming rules are applied. The deprivation provisions 
are to discourage people from giving away assets to avoid the income and 
assets tests. 

From 1 July 2002 new additional gifting rules were introduced to reduce the benefit of 
gifting assets over a period of time. 

As well as the $10 000 limit each financial year, a $30 000 rolling five year limit also 
applies to gifts made on or after 1 July 2002. 

The $30 000 rolling limit applies to any gifts not assessed under the $10 000 limit 
rules. If a person gifts $10 000 each financial year (after 1/7/2002), nothing is assessed 
under the $10 000 limit rules. However, in the fourth year a total of $40 000 would 
be gifted. As this is more than the $30 000 rolling five year limit, $10 000 will be 
assessed as deprivation. 

These rules are designed to encourage pensioners and allowees to improve their 
standard of living by using their income and assets for themselves. They do not apply 
to the sale or reduction of assets to meet normal expenses, for example to purchase 
consumer goods, home maintenance or improvements, or to finance holidays. 
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Example 7.8 

A pensioner couple gave their son a block of land valued at $30 000. Their current financial assets 
total $11 000. The consequences of the gift for the purposes of the income and assets tests are: 

Assets test —$20 000 is counted as an assessable asset for five years 
(i.e. $30 000 less $10 000 limit) 

Reduction in pension (if other assets exceed the allowable asset limit for maximum pension rate to be 
paid) = $20 000 x $3/$1000 = $60 per fortnight 

Income test —The $20 000 is added to any other financial investments of the couple, then the 
deeming rules are applied. 

$20 000 x 0.025 = $500 per year = $19.20 per fortnight additional income 

If they had sold the land, given their son $10 000, and used the remainder of the money for 
improvements to their own home, and an overseas trip, the gifting rules would not apply. 


Question 7.6 

Dave and Mabel, a pensioner couple with total assets of $300 000, want to gift $30 000 to 
their daughter as a deposit on a home. Advise them of the effect this gift will have on their 
pension. Advise them of any strategy they might adopt which will have a better outcome. 
(Their financial assets will exceed $59 400 even after the $30 000 is given away.) 

Question 7.7 

Your clients Mr and Mrs Cheeky need your advice on their level of income for the pensions 
income test. They are 65 years old. They have investments in a bank account, listed shares 
and friendly society bonds, as shown below: 

Bank: 

Fixed term deposit: $58 450 (interest rate: 4.6% p.a.) 

Savings account: $8500 (interest rate: 3% p.a.) 

Listed shares: 


Dividend/share ($) Current share value ($) 


Public Company 1 (1000 shares) 

0.25 

4.85 

Public Company 2 (2000 shares) 

0.10 

1.80 

Public Company 3 (1500 shares) 

— 

2.40 

Friendly society bonds: 

Current value 

= $55 000 



Advise Mr and Mrs Cheeky on whether they will be entitled to a pension payment. 


Superannuation funds, rollovers, annuities and social security 


Financial planners can sometimes use superannuation funds, allocated pensions and 
annuities as an integral part of financial planning. Both allocated pensions and annuities 
can be used as pension planning vehicles and as investments with tax advantages. 
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Investments in superannuation and rollovers 

Up to Age Pension age (or for DVA, below Service Pension age), no income or asset 
values for investments in superannuation and rollovers are included for income or 
assets tests. 

After Age Pension age (if still held), investments in superannuation and rollovers are 
assessed under the deeming rules unless they are withdrawn as an income stream 
(see section 'Assessment of income streams'). 

Summary of assessment of superannuation and rollover assets 

A summary of income and assets test assessment of superannuation and rollover assets 
is given below. 

Person's age Income test Assets test 

a Up to Age Pension age No No 

a Age Pension age (at least 65 Assessed as a financial Full amount 

for men, 62.5 for women) investment under extended assessed 

deeming rules 


Allocated pension assessment at the accrual stage 

Centrelink assesses allocated pensions at the accrual stage as follows: 

3 before Age Pension age 

— exempt from the income and assets tests; 
a at Age Pension age 

— assessed as a managed investment under the deeming rules. 
There is no accrual phase for allocated annuities. 


Assessment of income streams 


The means test treatment of both existing and new income stream products divides 
income streams into assets test exempt income streams and assets tested income 
streams. With the exception of defined benefit arrangements, the same assessment 
rules apply regardless of whether the source of the money is from superannuation or 
other investments. All income streams, whether assets test exempt or not, are subject 
to an income test. 


Assets test exempt income streams 

The following assets test exempt income streams are all income tested: 

■ lifetime income stream products, and 

n income stream products with a term of: 

■ life expectancy (optionally rounded up to the next whole number); or 

□ at least 15 years where life expectancy exceeds this; 

which are purchased at Age Pension or Service Pension age or over. 

For an income stream to be assets test exempt it must: 

a be non-commutable; 

■ have no residual capital value; 

a have the size of payment in a year fixed or indexed annually up to a maximum of 
the greater of CPI + 1% or 5%; and 

b have limited reversionary benefits. 
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It follows that allocated pensions and annuities do not satisfy the assets test exempt 
income stream criteria. 


Income test assessment 

— other than defined benefit superannuation pensions 

The gross annual payment of an assets test exempt income stream that is not a defined 
superannuation pension is reduced by the deductible amount calculated as follows: 

_ Purchase p rice 

Term of contract (e.g. Life expectancy or 15 years) 

The balance is assessed as income. 

— defined benefit superannuation pensions 

You will recall from your study of Module 5 that defined benefit superannuation 
pensions are superannuation pensions the size of which depends on the person's 
salary at retirement. Where these pensions fit the criteria of an assets test exempt 
income stream, the gross annual payment is reduced by the deductible amount 
calculated as follows: 

Post 1/7/94 tax definition of Undeducted purchase price (UPP) 

Life expectancy 

The balance is assessed as income. 

Note: The government has recently proposed the following changes to asset test exempt income 
streams. 

1. From 20 September 2004, market linked income streams that satisfy certain 
characteristics will be regarded as complying for asset test exempt purposes. 

2. From 20 September 2004, purchased complying income streams will qualify for a 
50 per cent exemption under the assets test. Complying income streams purchased 
prior to 20 September 2004 will continue to receive 100 per cent asset test exemption. 
Legislation to enact the changes will be presented to parliament soon. 


Assets tested income streams 

Assets tested income streams are assessed under both the assets test and the income 
test. The test which results in the greater reduction of the social security payment is 
the one that is used. 


Assets test assessment 

— other than defined benefit schemes 

The assessable asset for the purposes of the assets test is the account balance at the 
beginning of each relevant period. The relevant period is each: 

■ six-month period if payments are made at least twice a year; 

■ twelve-month period if payments are made only once a year. 

Where there is no account balance, the value for assets test purposes is calculated 
as follows: 


Purchase price 


[Purchase price - Residual capital value] 

Term of contract 


x Term elapsed 
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— defined benefit schemes 

The value of the assessable asset for the purposes of the assets test is calculated 
as follows: 

Annual payment x Pension Valuation factor 

Pension Valuation factors are based on actuarial calculations. 

Note: The Minister for Family and Community Services has given an assets test 
exemption to assets tested defined benefit funds that meet most of the assets test 
exempt rules. 


Income test assessment 

The income test varies, depending on whether the income stream is for a period of 
more than five years, or not. 

— Greater than five years, other than defined benefit schemes 

The gross annual payment is reduced by a deductible amount based on the purchase 
price, calculated as follows: 


Annual payment - 


(Purchase price - Residual capital value) 
Term of contract 


The balance is assessed as income. 


Example 7.9 

An immediate annuity is purchased with ordinary money. 

The purchase price is $20 000 
Annual interest rate is 7% 

It pays an annual amount of $2850 
The term of the contract is 10 years 

There is no residual value at the end of the contract. Assessable income for income test purposes 
from this immediate annuity can be determined as follows: 

Gross annual income $2850 

Less deductible amount $20 000/10 $2000 

Assessable amount for income test $850 


Question 7.8 

Mr Kelly purchased a 10 year immediate annuity this year for $10 000 with ordinary 
money. It pays an annual income of $750 and the $10 000 is returned at the end of the 
contract. What amount is assessed for social security purposes? 

You already know from your study of Module 6 that allocated pensions are paid from 
complying superannuation funds while allocated annuities are paid by life insurance 
offices. The regular pension payment which is determined by the investor at an 
allowable level between minimum and maximum, can be made up of both capital and 
earnings. The pension payments cease when the account balance reaches zero. 

Allocated pensions and allocated annuities do not satisfy the assets test exempt 
income stream criteria. They are always assessed under the greater than five years rule 
even if life expectancy is five years or less. 
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— Five years or less 

These income streams are assessed under the deeming provisions, which apply for 
income test purposes to other financial investments, regardless of the actual 
payments received. 

— Defined benefit schemes 

The gross annual payment is reduced by a deductible amount based on the person's 
own contributions, calculated as follows: 

Annual payment - Po$t 1/7/94 tax definition of UPP-Residual capital value 

Term of contract 


Summary of assessment of income streams 

Social Security treatment of allocated pensions, allocated annuities, immediate 
annuities and superannuation pensions once the income stream commences, are 
summarised in Table 7.19. 


Table 7.19 

Comparison of Social Security treatment of income streams 


Product 

Income test 

Assets test 

Assets test exempt 

Lifetime, life expectancy or 15-year 
term and satisfies assets test 
exempt criteria 

Assessable income = Gross 
income - Deductible amount 

Not applicable 

Assets tested 

Term over 5 years 

(includes allocated pensions and annuities) 

Assessable income = Gross 
income - Deductible amount 

Applicable 

Term annuities of 5 years or less 

Deeming rules apply 

Applicable 


Reading 7. 1 ‘Pension plus’ is an article that warns pensioners and retirees who would like to maximise 
their entitlements by changing their finances for the new income stream test rules. Read this now. 

The following example compares an assets test exempt lifetime immediate annuity, an 
allocated pension and a five-year immediate annuity under social security income and 
assets assessment rules. 


Example 7.10 

Mr Moore who is single and aged 66 wants to invest his $112 000 ETP into one of the above income 
stream products. His ETP has the following components: 


Pre-July 1983 

$20 000 

Undeducted contributions 

$12 000 

Concessional 

$14 000 

Post-June 1983 

$66 000 


His life expectancy is 15.49 years (from life expectancy table in Module 6). Compare his choices 
under the social security income and assets tests assessment rules. 
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For assets test exempt lifetime immediate annuity 
Income test 

Deductible amount = Purchase price/ life expectancy 

= $112 000/15.49 
= $7 230 per annum 
Assets test = Nil 

Mr Moore can have income, or deemed income, of $3120 per annum ($120 x 26), plus the deductible 
amount of $7230. Therefore his pension is not affected until he has income of $10 350. Over this 
amount each dollar will be assessed as income and reduce his pension by 40 cents. 

For allocated pension (from Module 6) 

Income test 

Deductible Amount = Purchase price/15.49 
= $112 000/15.49 
= $7230 per annum 
Assets test =$112000 

Minimum withdrawal =$112 000/15.3 = $7320 

Maximum withdrawal =$112 000/7.9 = $14180 

As above, each dollar withdrawn over $10 350 will be assessed as income and reduce his pension by 
40 cents. 


For five-year immediate annuity 
Deductible Amount = Nil 
Income test 
Deemed income 


Pension reduction 


Assets test 


= ($35 600 x 3%) + ($76 400 x 5%) 
= $1068 + $3820 
= $4888 per annum 
= ($4888-$3120) x 0.4 
= $707.20 per annum 
= $112 000 


In each case the income test applies, because the asset is below the lower threshold assets test amount. 


Table 7.20 

Summary of results 


Income stream product 

DFCS assessment 

Income test 

Assets test 

Lifetime immediate annuity 

Annual income less $7230 

Nil 

Allocated pension 

Annual income less $7230 

Account Balance 
= $112000 

5-year immediate annuity 

Deemed income = $4888 p.a. 
Annual pension reduction $707.20 

Account balance 
= $1.12 000 


The following conclusions can be drawn from this example: 

■ A pensioner can run out of money with allocated products. 

■ A lifetime immediate annuity could be more beneficial for a pensioner with a 
family history of longevity. 

■ The assessable income for social security purposes is not dependent on the type of 
money (ordinary or superannuation) used to acquire it. 

■ If the undeducted component of the ETP is maximised before it is rolled into an 
income stream product the tax position is improved because assessable income is 
reduced under the tax rules. 

■ The taxable part of an income stream purchased with an ETP will generally attract 
a 15 per cent rebate. 
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Question 7.9 

Mrs Hull asks your advice on how income stream products will be assessed under tax and 
social security rules. She is 60 years old and her ETP amount for investment is $60 000. 
Her ETP has the following components: 


Pre-July 1983 $10 000 

Undeducted contribution (UC) $12 000 

Concessional contribution (CC) $13 000 

Post-June 1983 $25 000 


Her life expectancy is 24.11 years (from the life expectancy table in Module 6). She wants 
to know how the assessment of income streams applies if she takes an assets test exempt 
income stream, an allocated pension or a five-year immediate annuity with a $60 000 
residual capital value. 


Minister's discretion 

The Ministers for Social Security and Veterans' Affairs will have the discretionary 
power to exempt some existing holders of income stream products from the new 
income and assets testing arrangements in situations where individuals have 
purchased products under contracts which cannot be broken or would face a 
significant penalty by changing current arrangements. 

Reading 1.2 The income stream puzzle' discusses the social security treatment of income stream 
products and their effect on retirees. Read this now. 


Trusts and companies 

These provisions: 

... apply to any person and their partner who is involved in a private trust or 
private company and who also receive payments or a low income Health Care 
Card from Centrelink or Veterans' Affairs. 

From 1 January 2002, where a person controls or has contributed to a private 
company or private trust, the income and assets of that trust or company may 
be taken into account when assessing that person's entitlement to income 
support payments. 

Primary producers can apply for a special concession so their entitlements 
are not affected while they still keep some limited control over their trust. 
(Centrelink 2003, p. 71). 


Compensation and social seoority 

A person providing financial planning advice needs to be aware of the effect that 
compensation can have on a client's social security payments and benefits. Before a 
financial plan is established, you should check with your clients as to whether they 
have any compensation claims pending. 

Compensation rules are set up to prevent a person from receiving both compensation 
and social security payments. The Social Security Act 1991 governs the rules for the effect 
of compensation payments on entitlement to social security income support payments. 
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Compensation payments include any payment received as a result of: 

■ work-related accidents, injuries and illnesses (e.g. workers compensation payments); 

■ injuries due to a motor vehicle accident; or 

■ injuries incurred due to fault or negligence of another person. 

Death benefits payments and compensation payments made for unlawful dismissal, 
discrimination and sexual harassment are not covered by the compensation rules. 

Also, payments made under a policy of accident insurance, income insurance and 
personal sickness are not treated as compensation. 

Financial planners should be aware of the effect of compensation on clients' entitlement 
to social security payments and benefits. Before a financial plan is finalised, all of the 
financial details need to be covered, including whether there will be any preclusion to 
clients' entitlement to social security income support. Failure to do so may result in the 
financial planner being negligent for the financial advice given. 

The rate of social security payment is reduced by one dollar for every dollar of 
compensation payment, if a person receives periodic compensation payments. On the 
other hand, if a person is receiving a social security payment at the time of injury, the 
compensation payments are treated as ordinary income. 


The preclusion period 

The preclusion provision deals with social security payments and benefits entitlements. 

Where a lump sum compensation is paid to a person for lost earnings and lost capacity 
to earn then Centrelink determines a period (preclusion period) for which the person is 
deemed to have been compensated for the economic losses. If the person received social 
security payments during the preclusion period, then these payments must be repaid. 

Centrelink uses 'the 50 per cent rule' to determine the amount of economic loss 
component and duration of preclusion period. Half of the whole lump sum 
compensation payment is deemed to be for economic loss of income. This amount 
is divided by the cut-out point under the single pension income test ($633.25 per 
week from 20 September 2003) at the time of settlement. The preclusion period only 
applies to the person who receives the compensation, and not to his or her partner. 
This means that the partner, if qualified, can be paid income support at the rate for a 
member of a couple. 


Example 7.11 

Mrs Kelly had a serious accident on 31 December 2002 and is receiving a Sickness Allowance. Mr Kelly is 
receiving a Rartner Allowance. Mrs Kelly received settlement of a third party claim by consent of $56 500 
on 20 April 2004. 

The amount for lost income is deemed = $56 500 x 0.50 = $28 250 
The preclusion period = $28 250 / $647.50 = 43 weeks 

Therefore the preclusion period is 43 weeks and Mrs Kelly will have to pay back any Sickness 
Allowance payments made by social security during this period. Mr Kelly will continue to receive the 
Partner Allowance payment at the rate for a member of a couple. 


Question 7.10 

If the facts are the same as Example 7.12, except that the settlement takes place on 
20 April 2004 as a fortnightly payment of $505 for 20 fortnights, what will be the effect on 
Mr and Mrs Kelly’s social security payments? 
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Bereavement payments 


A lump sum bereavement payment is made to the surviving partner of a pensioner 
couple. The payment can be up to seven payments of the difference between the 
combined married rate and the survivor's rate. If the survivor's new single rate 
pension is more than the combined rate, then the new single rate without any lump 
sum payment is paid after death. Bereavement payments and lump sums replace the 
pension of the deceased partner for a limited time. A bereavement payment ma y 
also be paid to the surviving partner if the partner has been receiving an allowance 
for the last 12 months. The estate receives one extra payment after the death of the 
single pensioner. 

The objective of the bereavement payment is to provide financial help to a surviving 
partner, parent, young child or estate of a: 

0 pensioner; 

■ child of a Family Tax Benefit recipient; 

■ person who has been the recipient of the Newstart Allowance, Youth Allowance, 
Partner Allowance, Sickness Allowance or Parenting Payment for a period of at 
least 12 months; or 

■ care recipient. 
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Part I: Department of Veterans' Affairs 


The financial planner needs to know the available benefits for veterans, and to understand 
the interaction of such benefits with benefits paid by Centrelink. This provides a better 
service in constructing clients' financial plans. 

The Department of Veterans' Affairs provides services to veterans and their 
dependants. These services range from pensions, health care and counselling to advice 
and information. 

In 2003 the government spent $5.6 billion on service pensions, disability pensions 
and war widow pensions for 502 000 veterans and their dependants. 

A veteran must have qualifying service in order to be eligible for a Service Pension. 
Qualifying service means that the veteran had exposure to physical danger while 
serving outside Australia (e.g. in World Wars I and II, Korea, Malaya, Vietnam, UNTAG 
peacekeeping and the Gulf War). Qualifying service for Commonwealth and allied 
veterans relates to service with regular forces of a Commonwealth or allied country 
where Australia was engaged. 

If a person receives two payments, namely Age Pension from Centrelink and Disability 
Pension from DVA, this person can receive both payments from DVA. Also, child 
related payments for service pensioners and DVA income support supplement 
payments will be made by Centrelink. A person cannot receive a DVA service pension 
and an income support payment from Centrelink at the same time. 


Types of payments 


Financial planners need to be aware of the types of DVA payments which may be 
available for veteran clients. This may be helpful in keeping their desired lifestyle in 
the retirement stage of their life cycle. 

Veterans qualify for a service payment if they: 

■ fulfil the requirements for residency; 

■ have qualifying service; 

■ satisfy the income and assets tests; and 

■ are permanently incapacitated (or permanently blinded) for employment or have 
reached the age of 60 for males, or the applicable age for women (currently 57.5), 
see Table 7.21. 

The Department of Veterans' Affairs (DVA) Service Pension age for women is being 
increased gradually to age 60 as Table 7.21 shows. 
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Table 7.21 

Increase in DVA Service Pension age for women 


Date of birth 

DVA Service Pension 
eligibiTrty at age 

Date of change 
1 July 

1/7/1946 - 31/12/1947 

57.5 

2003 

1/1/1948 - 30/5/1949 

58.0 

2005 

1/7/1949 - 31/12/1950 

58.5 

2007 

1/1/1951 -3IV6/1952 

59.0 

2009 

1/7/1952-31/12/1953 

59.5 

2011 

1/1/1954 or later 

60.0 

2013 


Service Pension 

A Service Pension is similar to the Age or Disability Support Pension paid under the 
Social Security Act. It is subject to an income and assets test. As with Age Pensions, a 
Service Pension can be payable to pensioners living outside Australia providing certain 
conditions are met. The spouse or de facto spouse of an eligible veteran is entitled to a 
Service Pension, regardless of his or her age. Only the spouses of permanently blinded 
veterans are subject to income and assets tests, however they are eligible for fringe 
benefits regardless of their assets and income levels. A person cannot receive an 
Age Pension and a Service Pension at the same time. 


Disability Pension 

A Disability Pension is paid as compensation for a defence- or war-caused disease 
or injury. The assets and income tests are not applied to the Disability Pension. 

A Disability Pension is not taxable. A Disability Pension is not assessed as income in 
calculating Service Pension, but is assessed as income in calculating a Centrelink Age 
Pension. If the permanent incapacity or death is due to war or defence service, the 
Disability Pension is paid to eligible veterans and their dependants in multiples of 
10 per cent to 100 per cent. The rate of pension depends on the extent of disability. 
This system works as follows: 

b no Disability Pension is paid if the degree of incapacity is less than 10 per cent; and 
b the intermediate rate of pension is paid if the degree of incapacity is at least 
70 per cent and the veteran cannot work full-time. 


War Widow's Pension 

The widows/widowers of deceased veterans are entitled to a War Widow's Pension if a 
veteran's death is accepted as service related, or a veteran was in receipt of disability 
pension at the totally and permanently incapacitated rate. A Special Pension is also 
payable to widows/widowers of ex-war prisoners. The War Widow's Pension is neither 
taxable nor subject to the assets and income tests. However the pension is counted as 
income for Social Security purposes. Recipients of a War Widow's Pension may receive 
an Age or Invalid Pension through Centrelink or a DVA income support supplement (ISS). 

Other benefits from DVA include: 

■ pensions to a deceased veteran's children; 

■ financial assistance with education and funeral benefits; and 

■ medical treatment and related travel allowances for medical treatments. 





7.5 £ STUDY SHOE 


Part J: Fringe benefits 


The fringe benefits available to Social Security and DVA pensioners should be taken 
into consideration in the provision of financial advice. In this section, a brief 
summary of the fringe benefits will be explained. These benefits may assist in 
improving pension recipients' standard of living by reducing some of their health- 
related expenses. 

Social Security fringe benefits consist of health and transport benefits. They are 
available to: 

■ Social Security pensioners; 

■ DVA pensioners; and 

■ persons of at least 60 years of age who have been receiving Sickness Allowance 
and Newstart Allowance for more than nine months. 


Pensioner Concession Card 

A Pensioner Concession Card is issued to: 

b all Social Security and DVA pensioners. Mature Age, Mature Age Partner and 
Bereavement aliowees, single Parenting Payment recipients; and 
b Newstart Allowance, Widow Allowance, Partner Allowance, Sickness Allowance, 
Special Benefit and Partnered Parenting Payment recipients aged 60 years or older 
and in receipt of income support for nine months or more. 

Disability Support Pensioners can retain the card for 12 months, and others for 
six months after loss of entitlement due to earnings from employment. Pensioner 
Concession Card holders are entitled to telephone concessions of $18.60 per quarter 
(shared between couples). Pensioner Concession Cards provide concessions on: 
a health; 

□ transport; 
a household; and 
a education expenses. 


Health Care Card 

A Health Care Card is issued to recipients of social security payments including: 

■ Newstart Allowance, Widow Allowance, Partner Allowance, Special Benefit 
recipients and some Parenting Payment recipients who are not eligible for a 
Pensioner Concession Card (the card may be retained for six months from 
employment date after loss of allowance by returning to work, if the aliowees were 
in receipt of payments for a period of at least 12 months); 

a All maximum rate Family Tax Benefit recipients (every six months); 

■ Children of Child Disability Tax Benefit recipients; 

b Family Tax Benefit Part B recipients who return to work and have been in 
receipt of an income support payment for more than 12 months are issued a 
Health Care Card for six months if their payment is cancelled due to income 
from employment; 

b Mobility Allowance recipients who are not eligible for a Pensioner Concession 
Card, and low income earners who are income tested and found to be eligible for 
a Health Care Card. 
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A Health Care Card provides concessions on: 

■ health; 

■ transport; 

■ household; and 

■ education expenses. 

The period over which average weekly income is measured to qualify for a low income 
Health Care Card is eight weeks. 


Commonwealth Seniors Health Card 

This card gives non-pensioners of Age Pension age or Service Pension age access to 
concessional prescription medicines through the Pharmaceutical Benefits Scheme 
provided by the Commonwealth Government and to receive telephone allowance. 

It is available to Australian residents who: 

* are living in Australia; 

■ have reached Age Pension age or, in the case of veterans, Service Pension Age; and 
□ have an annual income not exceeding the following limits: 

= Single, $50 000 pa 
D Couple, $80 000 pa 
= Couple, illness separated, each $50 000 
For each dependent child add $639.60 p.a. 

Medical and other treatment services for all repatriation beneficiaries are managed by 
a card system as given in Table 7.22. 


Table 7.22 

Veteran fringe benefits 


Type of card _ issued to 

Service Pensioner Benefit Card People whose entitlement to treatment comes from being a veteran 

with service pension and fringe benefits. 

Specific Treatment Entitlement Card People entitled to treatment of specific service related disabilities, 

pulmonary tuberculosis, etc. 


Dependants' Treatment Entitlement Card War widows and eligible dependants of deceased veterans. 

Personal Treatment Entitlement Card People who are entitled to full treatment benefits, include: 

b World War I and II veterans; 
a ex-prisoners of war; 

■ permanent (100%) disability rate or blinded pensioners; 

■ veterans with service-related disabilities and receiving fringe benefits. 


Pharmaceutical Allowance 

The Pharmaceutical Allowance offsets the cost of prescription medicines available 
through the Pharmaceutical Benefits Scheme. It is paid to a person as part of his or her 
total pension, allowance or benefit payment who is in Australia and is receiving: 

□ a social security pension; 
a Mature Age Allowance; 

□ Sickness Allowance; 

■ Youth, Newstart or Widow Allowance during a period of temporary illness; or 

■ Newstart, Widow, Parenting Payment, or Special Benefit and has turned 60, and has 
been receiving income support payments continuously for at least nine months. 
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It provides an additional $5.80 per fortnight, single or couple (combined), or $2.90 
if only one of a couple is receiving an eligible pension or allowance. 

The cost of drugs under the Pharmaceutical Benefits Scheme is $3.20 for concession 
card holders, and the safety net, above which point prescriptions are free, is $166.40. 
This amount represents 52 prescriptions, so a record should be kept of prescriptions 
received, to ensure that Pharmaceutical Benefits Scheme prescriptions are received free 
for the rest of the year. 


Part K: Tax issues 
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The Australian Taxation Office regards some pension and allowance payments as taxable 
income and some as non-taxable. In addition, pensioners and allowees with low incomes 
are eligible for special taxation rebates depending on the type of benefit and the marital 
status of the pensioners and allowees. Any additional payments including Pharmaceutical 
Allowance and rent assistance are not taxable. Subdivision 52-B of ITAA97 exempts 
certain payments under the Veterans' Entitlements Act 1986. You should consult 
s. 52-65(4) of ITAA97 for this information. 

Government payments 


The tax treatment of certain pensions, benefits and allowances can vary. 

Certain payments made under various Acts are wholly or partly exempt from 
income tax under s. 52 of the Income Tax Assessment Act 1997 (ITAA 1997). You can 
obtain information about exemptions applying to Social Security pensions, benefits 
and allowances from Part 2-15, Division 52, s. 52-10(3) of the Income Tax Assessment 
Act 1997. 


Exempt income under s. 52 of ITAA 1997 


Section 52 of ITAA 1997 contains the general provisions for exempting certain classes 
of government-paid benefits from tax. Technically, all income, whether or not exempt 
from tax, should be shown in tax returns as it can reduce claims for earlier losses 
brought forward. 

Any exempt income still forms part of a dependant's 'separate net income' that can 
reduce or eliminate certain rebates for dependants or the sole parent rebate. You may 
have already studied these rebates and the concept of separate net income (SNI) in the 
CPA Program Taxation segment and you should revise this now if you need to 
(see Table 7.23). 


Table 7.23 


Rebates for the 2002/03 income year 


Maximum rebates 
(full year) 

ITAA 1936 
section 

Full year rebate ($) 

Rebate cuts out 
at SNI of 1$) 

Spouse or child housekeeper 

159J 

1 489 

6 237 

Child housekeeper (with dependent child)* 

159J 

1 786 

7 425 

Parent or parent-in-law 

159J 

1 339 

5 638 

Invalid relative 16 years or over 

159J 

670 

2 962 


* Sole parent rebate was replaced by the Family Tax Benefit Part B from 1 July 2000. 
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Pensioner and beneficiary tax rebates 

Pensioner rebates 

Benefits paid under pension conditions which are included in the assessable income of 
recipients are eligible for a pensioner rebate which may be used to reduce the amount 
of any tax payable on those benefits (refer to ITAA 1936 s. 160AAA(1), (2)). The full 
amount of rebate can be claimed if the level of income is less than the threshold 
value (that is, the maximum rate is received). Once the income exceeds the threshold 
level, the amount of the pensioner rebate decreases progressively at a rate of 
12.5 cents for each dollar of taxable income above the threshold level. This is 
shown diagrammatically in Figure 7.5. 


Figure 7.5 

Effect of income on amount of pensioner rebate 

Amount of rebate 



Example 7.12 

A pensioner's income exceeds the threshold level by $1000. What amount is deducted from the 
rebate of the pensioner? 

The rebate decreases by $0.125 for every dollar earned over the threshold. Therefore the total amount 
of reduction in rebate is calculated as: 

Rebate reduction = $1000x0.125 = $125 

A pensioner rebate of tax is available to people who receive taxable Australian Social 
Security pensions or DVA service pensions, Bereavement Allowance, Parenting 
Payment (single) or Disability Wage Supplement. 

Recipients of these Social Security or Veterans' Affairs income support payments do not 
pay provisional tax if their income is below the applicable rebate cut-out thresholds. 

From 1 July 2000 the pensioner tax rebate was split into two groups: 

■ the Senior Australians Tax Offset for people of Age pension age; 

■ the Pensioner Tax Offset for people who receive a taxable pension who are under 
Age pension age. 
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The Senior Australians Tax Offset is set at a higher level than the Pensioner Tax Offset. 
The Senior Australians Tax Offset figures as well as rebate levels and shade-out and 
cut-out thresholds for the year 2002/03 are shown at Table 7.24. 


Table 7.24 


Senior Australians Tax Offset (age rebates), threshold income* for reduction of rebate and 
non-payment of provisional tax (2002/03) 


Rebate level Shade-out threshold** Cut-out threshold 


Single 

$2230 

$20 000 

$37 840 

Couple (combined) 

$1602 

$16 306 

$29122 

Couple (combined) living apart due to illness 

$2040 

$18 883 

$35 203 

Exclude friendly society and insurance company bonuses. 




Rebate threshold is based on taxable income levels after allowing for the pensioner rebate and the $150 low income rebate. 


Transfer of pensioner rebate between partnered pensioners 

Any unused pensioner rebate of partnered pensioners can be transferred between 
Service or Pension recipient partners. The transferred rebate can then be used by the 
partner to reduce his or her tax liability. 

The unused portion of the pension rebate that can be transferred is the difference between: 
■ the pension rebate, and 

□ tax calculated on taxable income plus any exempt pension income. 

See Taxation Ruling TR 92/31. 


Exempt pension income: The following pensions are also exempt from tax under 
Div. 1AA of Part III of the ITAA: 


Wife Pension if the recipient is below Age Pension age and his/her 

partner does not receive a taxable social security 
payment, or is deceased 


Disability Support Pension 
Invalidity Service Pension 
Partner Service Pension 


if the person is below Age Pension age 
if the person is below Age Pension age 
if the person is below Age Pension age 


Carer Payment if the person below Age Pension age and the person 

being cared for is below Age Pension age 

Carer Service Pension if the person below Age Pension age and the person 

being cared for is below Age Pension age 


Exempt pension income excludes other exempt payments, for example supplementary 
payments such as Rent Assistance. 


Example 7.13 illustrates the situation where there is a transfer of all the pension. 
Example 7.14 illustrates the situation where there is a transfer of part of the pension 
when there is exempt pension income. For the year ended 30 June 2003, income 
thresholds for partnered pensioners are $ 16 306 each and maximum possible rebates 
are $1602x2 = $3204. 
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Example 7.13 

Mr and Mrs Oldham are an age pensioner couple, who each receive a social security partnered-rate pension. 

If neither of the Oldhams receive any exempt pension income and, including Australian government 
pensions, Mr Oldham has taxable income of $40 824 and Mrs Oldham's taxable income was $4200 
(i.e. below the $6000 general tax free threshold), the whole of the rebate could be transferred to 
Mr Oldham. 


Mr Oldham's adjusted pensioner rebate threshold is then calculated: 


The general tax free threshold (not the lower income amount) 

$6 000 

Plus Mr Oldham's maximum adjusted rebate 

$3 204 


divided by the lowest marginal tax rate 

0.17 

$18 847 

New threshold 


$24847 

Mr Oldham's adjusted rebate entitlement is: 

Maximum adjusted rebate 


$3 204 

Less difference between taxable income 

$40 824 


and adjusted pensioner rebate threshold 

$24847 


Amount over the threshold divided by 8 to 
reduce rebate by 12.5c for each excess dollar 

$15 977 

$1 977 


Mr Oldham's adjusted rebate entitlement is $1 207 

(i.e. rebate is rounded up to nearest whole dollar) 

Question 7.11 

If neither of the Oldhams receive any exempt pension income and, including Australian 
government pensions: 

Mr Oldham has taxable income of $26150. 

Mrs Oldham has taxable income of $7900. 

Calculate the amount of pensioner rebate which can he transferred to Mr Oldham, and his 
adjusted rebate entitlement. 


Example 7.14 

Mr Shingle has taxable income of $26 150. 

Mrs Shingle has taxable income of $7900. 

Mrs Shingle also receives $1000 exempt pension income. 

Both are age pensioners. 

Calculating the unused portion of Mrs Shingle's rebate to transfer to Mr Shingle: 

The maximum rebate to Mrs Shingle is $1602, and tax calculated on her notional taxable 
income of $7900 plus $1000 is $493 ($8900 - $6000 = 2900 x 0.17). 

The unused portion of her pensioner rebate that can be transferred is the difference between 
the pension rebate and tax calculated on taxable income or notional taxable income, that is 
$1602-$493 = $1109. 

Mr Shingle's maximum adjusted rebate is the partnered pensioner rebate plus unused portion 
of Mrs Shingle's rebate 
= $1109+ $1602 = $2711. 
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Calculating the adjusted pensioner rebate threshold for Mr Shingle: 


The general tax free threshold 
plus 


$6 000 

Mr Shingle’s maximum adjusted rebate 

$2 711 


divided by the lowest marginal tax rate 

0.17 

$15 947 

New threshold 


$21 947 

lingle's adjusted rebate entitlement: 

Maximum adjusted rebate 


$2 711 

Less difference between taxable income 

$26150 


and adjusted pensioner rebate threshold 

$21 947 


Difference divided by 8 

$4 203 

$525 

Mr Shingle's adjusted rebate entitlement is 


$2186 


The Shingles lose $295 due to the exempt pension income made up of: 
the loss of ability to transfer 17% of $1000, that 
part of the rebate relating to exempt pension 
income $170 

Plus 12.5% on the additional $1000 as clawback 

of rebate $125 


Beneficiary rebates 

Beneficiary rebates are restricted to the amount which offsets the tax liability at the 
17 per cent marginal tax rate on the amounts of specified Commonwealth education 
and training allowances such as AUSTUDY and relevant social security income support 
allowances actually paid during the year (e.g. Newstart Allowance). 


Example 7.15 

Freda receives $8400 Newstart Allowance during the income year. Her rebate is $408 (calculated as 
($8400 - $6000) x 0.17 = $408). 


Low-income rebate 


A person whose taxable income is less than $24 450 is entitled to a low-income rebate 
of up to $150 (ITAA 1936, s. 159N), as shown in Figure 7.6. 

Figure 7.6 

Effect of earnings on low income rebate 

Rebate 
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ETPs r rebates and pensioners 


No tax is payable on the low tax threshold of a taxed element of the post-June 83 
component of an ETP. In theory, people retiring can receive up to this amount and 
pay no extra income tax or Medicare levy on their income in the year they retire. 

The reality can be quite different for some people who receive a termination payment, 
are entitled to social security or DVA payments and who have taxable income. 

Those affected can lose entitlements to: 

■ certain superannuation rebates; 

■ the low-income rebate of up to $150; 

■ pensioner rebates; and/or 

h low income aged persons rebate (the same rates as for pensioner rebates). 

This situation can affect retirees and those entitled to the low-income rebate, and it 
can happen more than once if partial withdrawals are made. This is because the 
assessable parts of the termination payment are added to the person's other assessable 
income to calculate their taxable income. The total tax payable on that taxable 
income is calculated and the taxpayer receives rebates to eliminate the tax payable on 
the components of the ETP. 

The entitlement to the pensioner rebate and low income rebate is based on taxable 
income. The problem arises because the pensioner's taxable income includes that 
termination payment, and as a result their taxable income in that year is increased 
accordingly. 

The result is that pensioners who would have been entitled to a rebate lose that rebate 
due to the termination payment received. The outcome is that they pay considerably 
more tax on their income. 


Example 7.16 

A single person who retires and receives an Age Pension can have a taxable income of approximately 
$20 000 and pay no tax. This is because the pensioner is entitled to the $150 low-income rebate and 
the pensioner rebate. 

If the pensioner also withdraws $25 000 from a rollover fund and that amount is a post-June 83 
component, the pensioner will pay $2380 (150 + $2230) in income tax due to foregone rebates, 
even though no tax was payable on the amount withdrawn. 

You need to discuss this problem with low-income clients who may not realise the 
consequences of withdrawing a lump sum from an ETP in the year of retirement. 


Estate planning 


Estate planning is also important for the use, conservation and transfer of a pensioner's 
wealth. It requires the preparation of life insurance policies, wills, deeds, trusts and 
power of attorney. Financial planners play an important role in the preparation and 
implementation of estate planning. Module 6 gives detailed information on estate 
planning since it is an important part of the retirement planning process. 
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Careful estate planning is necessary for pensioners to avoid financial hardship due to a 
reduction in pension for a surviving spouse. It must be remembered that the assets 
and income limits for a couple are much higher than for a single pensioner. In order 
to avoid this problem, financial planners can advise of strategies for wills which create 
testamentary and discretionary trusts for couple pensioners prior to the death of one 
of the couple. The following example will highlight some of those issues. 


Example 7.17 

An age pensioner couple, Mrs and Mr Hall, had assessable assets, excluding their horne, of 
$300 000. Since this amount is less than the upper threshold of asset value (i.e. $473 000 at 
20 March 2004) they were getting most of their pension. Mrs Hall died and all of the assets were left 
to Mr Hall according to her will. Mr Hall lost all his pension since the total asset value is more than 
the upper threshold asset limit (see Table 7.16). 

As a financial planner, what social security issues will you need to consider when advising your 
client in constructing a financial plan? 


Did you think about the interrelationship between social security and your clients, particularly the lifestyle of your 
clients, including: 
m their age: 

• whether they are better to maximise income and lose entitlements to benefits; 

• whether getting $1 of pension will enable them to get a Health Care Card; 

• their attitude towards getting social security benefits; 

■ the income and asset tests; 

m entitlement to payments for children; and 
m deeming rules . 
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Part L Investment strategies for DFOS/D VA pensioners 
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Financial planners can develop a considerable number of effective investment 
strategies to maximise pensioners' income and standard of living. Pensioners should 
invest their assets to earn the highest income from safe investments without losing 
their pension entitlement and fringe benefits. 

The financial planner's role is important in advising suitable investment strategies and 
choices which also help to increase pension entitlements. Types of investment options 
are reviewed in detail and a brief summary of some of them will be given here. 

Table 7.25 summarises some of the investment options and corresponding strategies 
for social security/DVA pensioners. 


Table 7.25 

Suggested strategies for Commonwealth Government pensioners 

Investment choice _ Suggested strategy for Commonwealth Government pensioners _ 

Pensioners should maximise their income with 
better investment options because of deeming rules. 

Low-interest loans are subject to deeming. 

Excess gifts over the allowable $10 000 p.a. limit should be 
avoided as they will be subject to deeming. 

Excess gifts over the allowable $30 000 limit during a roiling five year 
period from 1 July 2002 should be avoided as they will be subject to 
deeming. 

To qualify for fringe benefits, people should aim to get at least 
$1 per fortnight of pension. 

Pensioners should maximise the income component as deemed 
income will be at the 3 or 5 per cent rates regardless of actual income. 

Tax rules may allow an exemption for a portion of the cost price of 
purchasing immediate annuities each year. The capital value of the annuity 
may be included in the assets figure for assets test purposes unless they 
satisfy the criteria for assets test exempt income streams. Immediate 
annuities are appropriate investment options which may provide a secure 
stream of retirement income and some pension entitlement. Therefore, 
pensioners can include annuities in their portfolio to help them in achieving 
a larger pension with fringe benefits. 

Superannuation and rollover Keep money in superannuation or rollover funds until Age Pension age. 

This is because people can invest in superannuation and rollover funds 
without any assessment under the assets and income tests. 

Approved deposit funds Commonwealth Government beneficiaries or pensioners can put their 

eligible termination payments into approved deposit funds to receive a 
favourable tax treatment as money in a superannuation fund. 

Fixed interest securities Fixed interest securities are subject to deeming. 

Direct property investments The annual revaluation of property may affect the pensioner's entitlement. 

Capital gains on property owned by pensioners are excluded from the 
income test but the rental income is assessed under the income test. 


Cash and non-interest 
bearing accounts 

Low-interest loans 

Gifting 


Fringe benefits and 
pharmaceutical 

Shares and managed 
investments 

Immediate annuities 
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Pension strategies 


Note: Pension rates are current up to 20 March 2004. 


Strategy 11nvesting in allocated pension and immediate annuity 

Present situation 

Bob, recently retired, and his spouse Edna, are both aged 65. 

For the purposes of the assets test, they have the following assets: 
Bank term deposits, earning 5% interest annually 
Other assets (car and home contents) 

Total assets (below the assets test) 

For the purposes of income test: 

Deeming rules deem their income on bank term deposits to be: 
First 559 400 @ 3% 

Balance $120 600 @ 5% 

Total deemed income 


5180 000 
520 000 

$200 000 


$1 782 
$6 030 

$7 812 


The maximum income before a couple's pension reduces is $106 each per fortnight or 
$5512 per annum for a married couple, then the pension is reduced by 40 per cent. 
Therefore Bob and Edna's pension is reduced by: 

($7812 - $5512) x 40% = $920.00 p.a. 


Strategy to maximise pension and increase weekly income 

In order to maximise pension and minimise tax. Bob and Edna should consider 
arranging their finances into long term income streams as follows: 

Purchase an allocated pension 

(all undeducted contributions Bob's name) $120 000 

Immediate annuity 15 year term 

(all undeducted contributions Edna's name) $60 000 

The deductible amount ensures that they are now entitled to the maximum pension— 
refer to section 'Assessment of income streams'. 


n . $120 000 

Kob: ig~2i— = tax free and income test free 


„ J $60 000 

Edna: ——— = $4000 tax free and income test free 


Additionally, no tax will be payable due to the deductible amount reducing 
taxable income. 
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Strategy 2 Deeming 

Jack is a single pensioner aged 68 who owns his own home. He receives a DVA Disability 
Pension, and receives a Centrelink Age Pension. 


Present situation 

Income (other than social security pension) 

Department of Veterans' Affairs (Disability) Pension $1 068 

Bank Account $3850, earning interest annually of $105 

Total annual income $1173 

Assets 

Bank account $3 850 

Friendly society bond $62 415 

Caravan $22 750 

Boat $16 250 

Car $26 000 

Home contents $31 068 

Total assets $162 333 

Home owner assets test threshold $149 500 

Excess of assets $ 12 833 


The assets test is used as this results in the greater reduction in pension (under the 
income test, deemed income on the bank account balance and friendly society bond 
using the 3 per cent rate on the first $35 600 and 5 per cent on the excess, plus DVA 
pension $1068, reduces pension by $21.10 per fortnight). 

Assets reduce pension payment by $3 per fortnight for each $1000 over the allowable 
assets for a full pension. 

$12 833 x $3/$1000 = $38 per fortnight 

From 20 March 2004 the single fortnightly rate (including the Pharmaceutical 
Allowance of $5.80) is $470.00. 

Therefore fortnightly pension income is reduced by $38 to $432.00. 


Strategy to increase income 


Withdraw from friendly society bond 


Less: 


Funeral bond 

$5 000 

Gift 

$5 000 

Home improvements or holiday 

$6 855 


Income: 

Bank account $3850 and friendly society $45 560, deemed 
Department of Veterans' Affairs Disability Pension 
Total annual income 


$1 758 
$1 068 

$2 826 


This strategy relies on gifting/spending $14 000 to get the client under the assets test 
impact point. But now the income test has to be considered. 


Total annual DFCS assessable income $2 826 
Less income test free area $3 120 


No reduction therefore full rate payable. 
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Strategy 3 Estate planning 

Jack and Mary own their home and have a holiday home, owned as joint tenants, 
valued at $176 000. Their only other assets are cash, car and home contents, valued 
at $35 000. 


If Jack dies and the house remains as a joint tenancy, Mary's pension under the assets 
test would be reduced by $3 per fortnight for each $1000 over the allowable assets for 
a full pension ($149 500), that is, $184.50 per fortnight. 

If Jack and Mary changed the title of the property to tenants in common and changed 
their wills so that their children became the beneficiary of the property, then if Jack 
dies, Mary will be entitled to the maximum pension under the assets test. 

Increased pension (on-going) $4797 

Cost of stamp duty (once-off) $5500 
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Part M: Review 


In Module 7 you have studied life expectancy and population projections as they 
relate to social security payments and services. Financial planners need to be aware of 
the basic issues and requirements to be eligible for social security and DVA payments, 
pensions, allowances and benefits. 

Income support programs paid by Centrelink were covered under three main categories: 
income for the retired, income for families with children and income support for the 
unemployed. Many of the DFCS and DVA payments are subject to means tests, and the 
assets and income tests were explained and applied in examples. 

You should now understand the interaction of superannuation, rollovers and annuity 
income streams with social security payments. 

Taxation issues relating to Centrelink and DVA payments were summarised. As a 
financial planner, you need to consider taxation ramifications of any advice as they 
impact on Centrelink and DVA payments. 

You are now aware of some of the strategies in order to maximise the income and 
standard of living of recipients. 

The dynamic nature of these payments, due to indexing and political pressures, means 
that you should obtain the current rates of payments and latest rules when advising 
your client. 

In Module 8, you will study the key elements of a financial plan. A comprehensive 
financial plan has been included in Module 8. 
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Module 7 


Suggested answers 


Question 7.1 


John and May can raise their pension income by the $150 per fortnight, or a lower rate 
specified by them, by borrowing income against the beach house. The extra income 
will give them money to pay the rates and carry out any repairs. The extra pension 
they receive will accumulate against the beach house property at $3900 each year plus 
interest and set-up charges. They can repay the debt at any time, for example, if they 
sell the beach house, or they can leave the debt to be paid from their estate. 


Question 7.2 


Mary's actual earnings are ($60 000 x 8%) + ($35 000 x 5%) = $6550. Under the 
deeming rules Mary's block of land is not subject to deeming. Her total investment for 
deemed income purposes = $60 000 + $35 000 = $95 000. 

Therefore, her total deemed income is: 

First $35 600 is deemed at 3% $35 600x 0.03 = $1068 

($95 000 - $35 600) is deemed at 5% $59 400 x 0.05 = $2 970 

Total income = $4 038 

The deemed income (i.e. $4038) is greater than the allowable income threshold 
(i.e. $3120). Therefore her annual pension income will be reduced by: 

($4038 - $3120) x 0.4 = $367.20 or $14.10 per fortnight 

Mary's total assets are still lower than the allowable asset limit (i.e. $257 500 
non-homeowner single pensioner). 

Vacant land has the disadvantage of returning no income and incurring ongoing costs 
for council rates and so on. Unless this is more than offset by capital growth, vacant 
land is a financial burden. As a strategy, you should discuss why she is holding vacant 
land, as she could increase her income by placing her investments in an area that 
produces at least the amount of deemed income. If she does so, she should diversify 
into other assets. 
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Question 7.3 


The effects of the assets and income tests for Mr and Mrs Francis are as follows: 

Assets test 

Total assets = ($38 500 + $32 500) = $71 000 
Income test 

The deemed income = ($59 400 x 0.03) + ($71 000 - $59 400) x 0.05 = $1782 + $580 
= $2362 annually, or 590.80 per fortnight 

As the assets and income are below the relevant threshold amounts, Mr and Mrs Francis 
will receive a full pension. The return on the bonds compared with alternative 
investments should be used as one of the considerations of whether to keep the bonds. 


Question 7.4 


By selling her house, Ms Dunton's pension will be affected as follows: 

Assets test 

The assets test threshold for a full pension for a single non-home owner is $257 500. 
For assets test purposes, Ms Dunton has $7500 excess assets, and her pension will 
reduce by $3 per fortnight for each $1000 over the allowable limit. This means that 
for assets test purposes, the reduction amount applicable to her pension is $22 each 
fortnight, that is, 

57500 * ^ = 522 
Income test 

If she invests the $245 000 ($200 000 + $45 000) in financial investments, it would be 
subject to deeming rules as follows: 

$35 600 x 0.03 = $1 068 

$209 400 x 0.05 = $10 470 

Total deemed income $11 538 annually, or $443.70 per fortnight 

This exceeds the income allowed for a single person before the pension reduces, of 
$120 per fortnight. This means for income test purposes her pension reduces by 
($443.70 - $120) x 0.4 = $129.50 per fortnight. 

As the income test gives the lower amount of pension, this is the test which applies. 

This would cause Ms Dunton to lose some of her pension entitlement under the 
deeming rules. 


Question 7.5 


The maximum allowable assets for a single homeowner to receive full Newstart 
Allowance is $149 500. There is no sliding scale and Ms Rich will not be entitled to 
Newstart Allowance. 
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Question 7.6 


If Dave and Mabel gift the whole $30 000 in one year, the first $10 000 is treated as a gift, 
and the balance is treated as an asset for the following five years. Their assets test rate of 
payment will increase by $30 per fortnight ($3 per fortnight per $1000 x 10). 

A better strategy is to give the daughter $10 000 in the first financial year and to lend 
their daughter the remaining $20 000. The loan can then be reduced by forgiving 
(gifting) $10 000 of the debt in each of the next two financial years. The following 
table shows the effect of gifting $30 000 in one financial year, compared with the 
effect of the gifting/loan strategy. Their assets test rate of payment will increase by 
$30 per fortnight each year for three years. Deemed income will reduce each year. 



Gift $30 000 

Gift/loan strategy 



Income test (5% 


Income test (5% 

Year 

Asset 

over $59 400) 

Assets test 

over $59 400) 

1 

20 000 


1000 

20 000 

1000 

2 

20 000 


1000 

10 000 

500 

3 

20 000 


1000 

0 

0 

4 

20 000 


1000 

0 

0 

5 

20 000 


1000 

0 

0 

6 

0 


0 

0 

0 


Question 7.7 


Shares are subject to the deeming rules. 


Total asset value: 


Fixed term deposit: 

$58 450 

Savings account: 

$8 500 

Company 1 shares 

$4 850 

Company 2 shares 

$3 600 

Company 3 shares 

$3 600 

Friendly society 

$55 000 

Total assets: 

$134 000 

First ($59 400x3%) 



Remaining [($134 000 - $59 400) at 5%] $3 730 

Total $5 512 

As Mr and Mrs Cheeky's deemed income (i.e. $212.00 per fortnight) is at the allowable 
income threshold ($212 per fortnight), they will be entitled to a full pension. 


Question 7.8 


Assets test: Current account balance which remains $10 000 each year. 

Income test There is no deductible amount and therefore the income test assesses the 
amount of annual income received ($750). 
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Question 7.9 


For assets test exempt lifetime immediate annuity 
Social security income test 

Deductible amount = Purchase price/life expectancy 

= $60 000/24.11 
= $2489 per annum 
Assets test = Nil 

She can have income, or deemed income, of $3120 per annum tax free, plus the 
deductible amount of $2489. Therefore her pension is not affected until she has 
income of $5505. Over this amount each dollar will be assessed as income and reduce 
her pension by 40c. 

Tax: 

Deductible amount = undeducted contributions/24.11 

= $12 000/24.11 
= $498 

The annual pension payment over $498 is taxable income, and eligible for a 15 per 
cent rebate. 

For allocated pension 

Social security income test 

Deductible amount = Purchase price/24.11 

= $2489 per annum 

Minimum withdrawal = $60 000/17.8 = $3370 
Maximum withdrawal = $60 000/9.0 = $6667 

As above, each dollar withdrawn over $5505 will be assessed as income and reduce her 
pension by 40 cents. 

Assets test = $60 000 

Tax: 

Deductible amount = undeducted contributions/24.11 

= $12 000/24.11 
= $498 

The annual pension payment over $498 is taxable income, and eligible for a 15 per 
cent rebate. 

For five-year immediate annuity 

Social security income test 
Deductible amount = Nil 

Deemed income = ($35 600 x 3%) + ($24 400 x 5%) 

= $1068+ $1220 

Income assessed = $2288 per annum. 

As this is below the $3120 allowable income her pension 
will not be affected. 

= $60 000 


Assets test 
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Tax: 

Deductible amount = Nil because the whole amount is the residual 

capital value. 

The whole of the annual pension payment is taxable income, and eligible for a 
15 per cent rebate. 


Question 7.10 


The fortnightly compensation for Mrs Kelly reduces her allowance dollar for dollar. 


Question 7.11 


Calculating the unused portion of Mrs Oldham's rebate to transfer to Mr Oldham: 

The maximum rebate to Mrs Oldham is $1602, and her tax payable on her 
taxable income is $323 (i.e. 7900 - 6000 = 1900 x 0.17). 


The amount that can be transferred is $1602 - $323 = $1279. 

Mr. Oldham's maximum adjusted rebate is the partnered pensioner rebate plus 
unused portion of Mrs. Oldham's rebate= $1279 + $1602 = $2881. 


Calculating the adjusted pensioner rebate threshold for Mr Oldham: 
The general tax free threshold 
plus 

Mr Oldham's maximum adjusted rebate $2 881 
divided by the lowest marginal tax rate 0.17 

New threshold 


$6 000 

$16 947 
$22 947 


Mr Oldham's adjusted rebate entitlement: 

Maximum adjusted rebate 

Less difference between taxable income $26 150 
and adjusted pensioner rebate threshold $22 947 
Difference divided by 8 $3 203 

Mr Oldham's adjusted rebate entitlement is 


$2 881 

$400 
$2 481 
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Preview 


Introduction 

Each financial plan (referred to as a Statement of Advice (SOA) under the FSRA) is 
unique because of the individuality of each client and his or her circumstances. 
However, the general guidelines are valid for all financial plans. This module 
amalgamates and applies many of the aspects outlined in the previous modules into a 
financial plan. We also review the key elements in preparing a financial plan. These 
elements are generic and so readily apply to any comprehensive financial construction 
process. 

Before you prepare an SOA, the most important issue you need to determine is the 
current status of your client. This includes both personal and financial status. 
Gathering quantitative and qualitative data using data collection forms, and face-to- 
face review and discussions with your client, will enable you to understand your 
client's current situation, goals and objectives as well as checking the accuracy of 
information provided by your client. It will also help your client to trust and respect 
you and your professional skills. The client's goals and objectives which are 
formulated must be specific, realistic and achievable. 

From your study of Module 1, you are already aware of the ethical and legal boundaries. 
Therefore, for every aspect of your advice, the personal and legal ramifications must be 
considered. As an accountant providing financial planning services, you may need to 
use financial instruments and expertise from other professionals such as a lawyer, 
insurance broker and so on. This is particularly important where you cannot legally 
provide the service, as for example in the preparation of a legal document such as a 
client's will, or where the matter is outside your expertise, or it raises an ethical problem. 


Objectives 

At the conclusion of this final module, you should be able to: 

■ identify the key elements for the preparation of an SOA; 

■ develop a methodology to construct and review an SOA; 

m construct an SOA by applying all the information covered in the Personal 
Financial Planning and Superannuation segment of the CPA Program; and 

■ develop an annual review report for your client based on the sample SOA. 


Teaching material 

■ Sample SOA for Ms Moore 

Candidates should note that the sample plan included in this module is printed on a 
different colour so as to help you differentiate it from the rest of Module 8 study guide text. 


Reference 

Dutton, L. (1988) 

About your Future 

The National Center for Financial Education (NCFE), San Diego, CA. 


Further reading 

Financial Planning [Financial Planning Association of Australia] 
<http://www.fpa.asn.au> (accessed May 2003) 

Shilling, D. (1994) 

Financial Planning for the Older Client 
2nd edn. National Underwriter, Ohio. 
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Preparing a Statement of Advice 

Overview 


The first step in the financial planning process is marketing and targeting clients who 
need financial planning services. Accountants in public practice are in a unique 
position to identify clients who require financial planning services, and to: 

■ provide a combination of financial planning services and advice to those clients; 

■ formulate effective investment strategies which minimise tax whilst maximising 
income and growth; 

■ implement these strategies; 

■ complete the necessary paperwork and tax returns; and 

■ provide a continuing review service for clients. 

It is important that as a CPA you are aware of your obligations under the Corporations 
Act 2001 (Cwlth). In order to provide full, comprehensive financial planning advice to 
clients, you must either hold an Australian Financial Services Licence or be an 
Authorised Representative of a licensee. 

Accountants should use these combined skills to market the advantage they offer to 
clients who use their services. However, after completing Modules 1 to 7 of this 
segment, and integrating these with your previous study of the CPA Program Taxation 
segment, you now realise that you also need to understand a wide range of taxation 
issues, direct and managed investments, legal instruments and concepts in order to be 
a competent financial planner. Some of these issues include: 
a Taxation, including tax treatment of: 
d capital gains, 
o fringe benefits, 

■ superannuation contributions and funds, 

■ lump sum and eligible termination payments. 

■ Investments, including: 

■ direct investments in shares, property and interest bearing securities, 

° managed funds and trusts. 

0 The nature of risks. 

■ Insurance, including: 

> life, 

■ disability/income protection, 
a property, 

■ investment bonds. 

■ Superannuation. 

■ Social security. 

■ Wills and estate planning, 
a Partnerships. 

■ Companies. 

■ Trusts, including: 
a discretionary, 

□ unit, 

» testamentary. 

■ Retirement planning. 

□ Family law issues. 

□ Salary packaging. 

If you are not familiar with any of these concepts you should return to the relevant module(s) 
and revise the materials before proceeding . 
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We will now study the key elements of constructing a Statement of Advice in detail. 
A systematic framework is provided for this purpose. 


Key elements in preparing a Statement of Advice 


Financial planning has been defined as: 

The continuing process that forward-looking people and organisations go 
through, usually with professional help, to get down on paper where they are 
financially, what short- and long-range goals they have, and what they might 
best do to achieve those goals (Dutton 1988). 

The process of financial planning involves translating the personal objectives of 
the client into a client-specific written financial plan, and then identifying 
strategies to carry out the necessary financial arrangements to implement those 
plans. Each financial plan will be unique since each one will address goals and 
objectives tailored to each client's individual needs. 

Legislation requires that a person providing advice about securities is fully informed of 
relevant basic information in order to properly plan a person's affairs. For persons 
providing advice about life insurance products similar requirements are also imposed. 
The information is required both in preparing a client specific financial plan, and by 
the financial planner when dealing with other professionals in relation to the client. 

Information required by the financial planner varies from client to client. However, 
information relating to the client's (and where relevant the family of the client's) 
personal details and objectives, investments, insurances, superannuation benefits, tax 
situation, retirement plans and estate plans, is required for all clients. Implementation 
of a financial plan may involve the use of investment products, legal instruments, or 
rearrangement of assets and liabilities. 

The key elements to be included in an SOA are illustrated in Figure 8.1. 

The steps necessary to prepare the SOA should be carried out in a logical sequence. 
However, the SOA should not necessarily be confined to 
these elements. 
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Figure 8.1 

Key elements in preparing a Statement of Advice 
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5 Family financial position and balance sheet 
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6 Income tax planning 
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The key elements in preparing an SOA are now discussed in detail. The process will be 
similar for most clients, however the depth of discussion will depend on the 
complexity and needs of the client. 


1 Gathering client information 

Client information is usually gathered at a first interview, or achieved by providing 
data collection forms to clients to complete prior to the first interview. Data collection 
forms were discussed in detail in Module 1. A sample form was also included in that 
module as Appendix 1.1. You should refer back to the information covered in 
Module 1 before proceeding. 
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Some other style or format could also be used for gathering client information. 

Our sample data collection form may assist you to prepare questions to ask your 
clients, or you may choose to modify it to satisfy your own particular requirements or 
style. Remember, however, to get the client to sign the form so as to verify its accuracy, 
and keep it on the client's file. Any information not signed off by the client should be 
included in the summary of information within the SOA which is provided to the 
client to ensure that it is accurate and bought to the client's attention. 

Ensure that details gathered include all possible present and future liabilities and 
outflows of capital. 

Remember, that where a part of the data collection form does not apply to the client, 
the financial planner should indicate this. You should not allow the client to 'leave it 
to you' as you cannot make decisions on the client's behalf. If a particular question is 
not applicable, it should be noted as such. 

Ensure you have all information before preparing the plan. If you don't understand 
details clients have supplied, ask the questions before proceeding. Never assume 
that a client means one thing—they may mean something completely different. 

If in doubt, ask! 

You need to gain an understanding of the client's risk management and investment 
preferences. The data collection form should include questions about the client's 
tolerance for risk. It is important at this stage to gain a thorough understanding of 
your client, accordingly, both qualitative and quantitative data should be gathered. 

Try to ensure the client has disclosed all relevant information and that there are no 
hidden agendas. 

A copy of your Financial Services Guide (FSG, formally Advisory Services Guide) 
should be given to the client during the initial interview. The contents of the guide 
should be thoroughly explained to the client and follow the requirements of ASIC's 
PS 175. The client should sign an acknowledgement to say they have received the FSG. 

2 Identification of client objectives and attitude 

The next step is to identify and establish specific objectives. The client's objectives 
should indicate priorities and a time frame where applicable. The statement of 
objectives forms the basic framework for the development of the SOA. 


The client s objectives should be formulated in specific and precise language. 

The advantages of this approach are: 

n the client is encouraged to think through his or her objectives in a precise way; 

■ the client is more likely to state all objectives, rather than concentrating on some, 
whilst overlooking others; 

□ the client is less likely to be side-tracked into inappropriate investments which are 
contrary to his or her long-term planning objectives; 

■ solutions may emerge for explicitly defined objectives which may have previously 
been overlooked; and 

■ a reasonable basis exists to take corrective action to achieve those objectives. 

For example, a well formulated objective might be: 

■ to retire at age 60, continue living in my present family home, and to maintain my 
current standard of living. 
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This objective provides information which will assist in the preparation of the SOA. 
Specifically, it contains an age when the client plans to retire, gives information of the 
client's residential arrangements, and the desired standard of living at retirement. 

An unacceptable objective is: 

■ to achieve a comfortable retirement 

Such an objective is not acceptable because it does not state any explicit and 
precise objective. 

A client's objectives should include realistic goals and also be reasonably achievable. 

It is pointless formulating totally unachievable objectives. 

Objectives will vary greatly from client to client, and many may not be anticipated by 
the financial planner. Each objective should also specify a time frame and how it will 
be funded or achieved. The following is a list of some of the more common objectives 
that will, or should, arise for clients: 

□ to be well organised financially; 

b to protect themselves and their dependants financially in the event of 
premature death; 

□ to protect themselves and their dependants against financial loss in the event of 
temporary or permanent disablement or serious illness; 

a to protect themselves and their dependants against the cost of medical expenses; 

□ to insure against property losses and/or liability claims; 

□ to pay off outstanding debts; 

a to achieve greater financial security and freedom by building wealth; 

□ to provide a particular standard of education for their children; 
m to improve their own educational qualifications; 

m to attain a desired lifestyle; 

e to accumulate capital to satisfy retirement income needs; 

■ to reduce tax liability as much as legally possible; 

□ to devise an appropriate method of asset transfer at death; 

□ to ensure adequate liquidity for emergencies; 

□ to set time horizons for achieving goals with short, medium and long-term targets. 

Remember: An effective objective statement has three components: 

■ a well-defined target or desired achievement; 

b the time period within which the objective is achievable, and will be achieved, for 
example you may organise the client's objectives into—short term (less than three 
years), medium term (from 3-5 years) and long term (more than five years); and 

□ the action required to fund the objective(s). 

You should start each objective statement with the word 'to' and only include the 
client's objectives in this section of the SOA. 

The role of the financial planner is to help clearly define goals with the client. 

At this stage of the financial planning process, you need to clearly determine your 
client's risk profile and educate them about investment markets and the trade off 
between risk and return. In Module 2, we discussed the client specific factors that should 
be taken into account to determine a client's personal risk profile. These factors include: 
n age and stage of the life cycle; 

0 lifestyle; 
e net worth; 

s risk tolerance; 

b liquidity; 
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■ family and dependents; and 

■ insurance against potential risks. 

Other factors that should also be considered include: 

■ previous investment experience; 

■ knowledge of investment markets; 

■ goals and objectives; and 

■ need for income versus capital. 

Questionnaires can be used for this purpose in an attempt to 'rate' a client as a 
conservative, balanced or aggressive investor. 

Recommendations should be tailored around this risk profile. 

The outcome of the client's risk profile should be discussed with them in detail. 

The risk profile will form the basis of any investment recommendations made for the 
client. It is important that their risk profile accords with their stated objectives in 
order for these to be achieved. 


3 Identification and analysis of issues and problems 

Issues and problems identified by the client and/or financial planners during the 
collection of data need to be analysed and addressed within the SOA. This can either 
be done separately or as part of the analysis or recommendation sections of the plan. 

Personal and financial issues and problems which affect the client, such as the health 
of the client and/or family members, educational costs, tax and other liabilities need 
to be identified and listed by the financial planner. 

Possible solutions can be tested by asking such questions as: 

'How do you feel about...?' 

'Have you considered ...?' 

'Are you aware of ...?' 

You could also suggest: 

'One alternative is ...' 

'Many people in your situation ...' 

You need to inform your client if his or her objectives are unachievable and work out 
what can be achieved realistically. 

The SOA considers a combination of issues: present and future problems, such as 
capital gains tax issues, reasonable benefit limits, ill health or death of the client or 
spouse; the client's objectives; and alternative ways to address shortcomings. 


4 Assumptions 

Assumptions used in the preparation of the plan by the financial planner should be 
identified and included in the body of the plan. Assumptions should include those 
made about inflation levels. Future levels of inflation and the growth rate for many 
investments are virtually impossible to predict, especially long term. The client should 
be informed of any assumptions made within the plan, should be made aware that 
they are indicative only and how they impinge on the plan. 

Ensure any assumptions are clearly stated and not hidden in any projections that have 
been made. Assume taxation and life expectancy rates. 
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5 Financial position and balance sheet 

Many clients are not aware of their 'worth' when all their assets are taken into 
account. The SOA should clearly show the client's net worth and summarise their 
present financial position. One way to do this is to prepare a simple set of personal 
financial statements. These would include: 

□ a list of assets and liabilities and a calculation of net worth, (i.e. balance sheet); 

■ a cash-flow statement showing sources of a client's cash receipts and cash 
payments; and 

■ a personal budget. A budget is a document showing forward planning of 
anticipated income and expenses. It is helpful in keeping spending under control 
and within total income. 

6 Income tax 

The SOA should take into account income tax liability and tax planning issues and 
should contain an analysis of income tax considerations for the relevant years covered 
by the plan. Consideration should be given to the impact of the GST. 

Projections should show the types of income and deductions in sufficient detail to 
enable calculation of tax liability. 

The analysis should state the expected marginal tax rate used for each year and any 
matters which may affect the client's tax liability, for example, abnormal income from 
royalties from a book. The client also needs to be aware that tax rates and/or treatment 
can change as a result of a court case, Taxation Office approach, or government policy 
decisions. Although many changes are not made retrospectively, they may still 
adversely affect a client's projections of cash flow, for example, a change in company 
or personal tax rates. 

Within this framework, the client should be informed in the plan of any tax matters 
which need to be considered. Tax effective investments should be discussed with the 
client, where appropriate. Also, consider the appropriateness of the structure, such as 
partnership, company and family trust. Consider also how the goods and services tax 
will impinge on the client. This should be factored into any projections made. 


7 Risk management and insurance 

Risk management is the recognition and control of risk by deciding the types of risk 
that exist, defining their potential size, and then using the various methods to deal 
with risk. The financial plan should identify and evaluate risk and define how risk can 
be avoided, reduced or transferred, for example by insuring a risk. This stage is 
important in establishing risk protection planning to achieve the goals and objectives 
of the financial plan in the event of death, disability, asset destruction, and so on. 

Consider the appropriateness of existing insurance cover. Note: It is important to 
ensure that both the main income earner and primary family care giver are 
adequately insured. 


8 Investment alternatives and constraints 

The financial planning process should identify funds available for investment, and 
explore alternatives that are within the client's investment objectives and constraints. 
This element will usually include asset allocation which takes into account the client's 
investment risk profile, in order for the client to achieve their stated goals and objectives. 
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9 Retirement planning 

Providing for retirement is a key element in any SOA (but generally, in the client's 
eyes, it becomes increasingly important as the client ages). While some of the 
expenses such as raising and educating children or paying off a mortgage may have 
been eliminated, others, such as health care, may increase. It is therefore essential to 
accumulate adequate capital to provide for retirement needs, or to be aware of social 
security pension levels where appropriate. Superannuation is often an important part 
of retirement planning (both employer paid and voluntary contributions), but the 
impact of superannuation contributions surcharge and client's desired pre-retirement 
and retirement lifestyle also need to be considered. Inflation or a recession can 
adversely affect retirement income, and their potential effect needs to be incorporated 
in a well-prepared plan. Premature death is a key element of an SOA earlier 
in life, but the possibility of an unexpectedly long life can be an equally important 
element to consider. 

10 Special needs 

Some SOAs may need to make provision for special needs. Are there children or other 
dependants with special problems or needs? This may include, for example, a disabled 
relative, or provision for children from a former marriage, de facto relationships, and 
so on. 

It may also involve business plans and problems, or business succession planning. 


11 Estate planning 

An estate plan is an arrangement for distribution of accumulated wealth. For many 
people with a modest amount of assets it is simply a matter of making a will. For others 
with more assets or special needs, estate plans can be complex. It could require specialist 
knowledge and involve the use of wills, trusts and insurance. This may mean several 
specialists from different professions may be involved in the development of an 
appropriate SOA. 

Estate planning should address the possibility of premature death of the client 
or a family member and also address questions relating to guardianship and powers 
of attorney. 

Estate planning also needs to take into consideration specific bequests, the 
appropriateness of the structure to ensure tax efficiency and relevant capital gains 
tax issues. 


12 Recommendations 

Recommendations for investments can be made in the form of asset allocation or for 
specific investments, if the adviser is licensed to give such specific advice. 

The financial planner must ensure that the plan is flexible enough to be easily tailored 
to the client's changing circumstances. 

It is important to ensure that all recommendations are made in accordance with the 
Financial Services Reform Act 2001 (Cwlth) (FSRA). The new legislation states that where 
personal advice is given to a retail client, the adviser must have regard to the client's 
objectives, financial situation and needs. Further, they must ensure that they have 
given such consideration to and conducted such investigation of the subject matter of 
the advice as is reasonable in all circumstances; and that the advice is appropriate 
having regard to that consideration and investigation. 
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The adviser is also obliged to warn the client if the advice is based on information about 
the client which they know to be inaccurate or incomplete. They must warn the client 
at the same time as providing the advice that the advice has not taken into account 
their objectives, financial situation and needs and, accordingly, may not be appropriate. 

13 Disclosure of fees and commissions 

A financial planner who is preparing an SOA is required to inform the client how he 
or she is remunerated, either by fee, commission, or a combination of fee and 
commission, and also the method that will be used to charge the client. This should 
be done at least orally when the financial planner is gathering data from the client 
and should be followed up in writing. 

Section 947 of the Financial Services Reform Act 2001 (Cwlth) (FSRA) has effectively 
replaced section 849 of the former Corporations Law. This section sets out the 
contents of the SOA. Further, Regulation 7.7.11 provides that a SOA must include 
information about all remuneration and other benefits received. These include: 
a the total amount of remuneration, commission and benefits payable: 

i stated as an amount; or 

ii if this cannot be identified, set out as a description of the method of calculating 
the remuneration, commission and benefits (including percentages and dollar 
amounts); 

b written details of when and how the remuneration, commission and other 
benefits are payable. 

All of this information must be set out in a manner that is easy for the clients 
to understand. 


14 Implementation of the Statement of Advice 

Prior to the implementation of the plan, the client should sign an authority to 
proceed. Once an SOA has been formulated and approved by the client, the next step 
is to implement the plan. For investments this involves either implementing asset 
allocation strategies or the selection and purchase of appropriate investments. 


15 Periodic reviews and revisions 

The financial planning process does not finish when an SOA has been implemented. 
Financial objectives are not static and what is appropriate at one point in life may be 
totally inappropriate later in life. Regular reviews are essential to modify or update the 
plan so that it reflects your client's current objectives and caters for economic and 
legislative changes. Circumstances change for a whole range of reasons. These could 
include a birth, changing educational requirements, marriage, divorce, job change/ 
loss, death, changed economic conditions, and so on. An SOA should be treated as a 
dynamic document. Every SOA, once it has been prepared and implemented, needs to 
be reviewed at regular intervals and revised as and when appropriate. This means the 
final step is to implement a mechanism for periodic review of the SOA. 
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Preparation of the Statement of Advice 


When introducing the plan to the client you need to stress the importance of 
planning in general (and relate the discussion to the importance of financial planning 
in your client's situation). You will also need to provide an overview of what your 
client can expect from the financial plan you have developed for him or her, and 
stress the importance of timely implementation of the financial plan. 

Financial planning tools include questionnaires and checklists. Financial planning 
checklists can be developed to evaluate current and future requirements in relation to 
insurance, investment, tax, retirement and estate planning. 

When preparing the SO A, you should follow" the requirements of ASIC Policy 
Statement 175. 

Paragraph 154 of the statement sets out what should be included in an SOA: 
a the title 'Statement of Advice' on the cover or near the front of the document; 
b name and contact details of the providing entity (Australian Financial Services 
Licence Holder); 

c name and contact details of the authorised representative; 
d a statement setting out the advice; 
e information about the basis on which the advice is given; 
f information about the renumeration, commission and other benefits that the 
providing entity expects to receive and is capable of influencing the entity 
providing the advice; 

g information about the renumeration, commission and other benefits that a person 
is to receive for referring another person to the providing entity; 
h details of any interests, associations or relationships that might reasonably be 
expected of influencing the providing entity; and 
i if a warning is required, the appropriate warning (refer to s. 945B). 


SOA checklist 

■ Ensure that the requirements of PS175 have been adequately addressed and that 
the advice is appropriate for the client (s. 945A). 

■ Include a table of contents in the plan and number pages for easy reference. 

■ Include an executive summary that sets out the key points discussed in the 
financial plan. 

■ Include special information, for example information on children who are no 
longer dependants. 

■ Include financial statements. Any projected cash-flow estimates should specify the 
time period. 

■ Consider the risk profile and financial philosophy of your client when preparing 
financial objectives. 
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■ Ensure that the SOA covers: 

■ Protection against personal risks of premature death, disability, income loss, 
medical expenses, property losses, liability claims and unemployment. 

Focus on: 

□ basic strategies to use in managing risk; 

□ appropriate client goals; 

□ what is to be accomplished in this component of the plan, that is, 
insurance needs analysis to identify additional insurance needed for: 

— life, disability and income protection, 

— medical expenses, 

— property, including real and personal, 

— liability, including property, personal, professional. 

a Provision for retirement income. 

Focus on: 

□ the importance of retirement planning (younger couples may wish to 
primarily discuss financial independence instead of retirement); 

□ key concepts a client must understand; 

□ client goals; 

□ what will be accomplished in this component of the plan. 

- Reduction of the tax burden during lifetime and at death. 

Focus on: 

□ the importance of tax planning; 

□ client goals; 

□ any tax planning strategies appropriate for this client; 

□ strategies that the client might adopt to effectively reduce his or her 
current and projected tax liabilities. Clearly show the client any potential 
tax savings if tax planning is implemented. This is an important part of the 
financial plan. Be thorough and research your recommendations; 

□ what will be accomplished in this component of the plan; 

o how any proposed changes in legislation may impact on the plan. 

» Estate planning for transfer of the client's estate. 

Focus on: 

□ the importance of having a valid will; 

□ the importance of estate transfer; 

□ client goals; 

□ what will be accomplished in this component of the plan, specifically any 
potential tax issues; issues affecting social security assistance payments to 
surviving beneficiaries and estate liquidity problems; 

□ use of testamentary trusts especially if minor beneficiaries are involved; 

□ the importance of the choice of the executor/trustee. 

■ Cash-flow management details. 

□ be careful with double counting; for example, do not pay off the mortgage 
and then include mortgage payments in the family's expenses and cash¬ 
flow projections; 

□ under assets, list only those that the client would consider liquidating after 
the death of a spouse; 

□ value all assets conservatively; 

□ calculate the present value of an indexed annuity, so that it is not overvalued. 
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■ Capital accumulation for emergency fund purposes, personal or family 
purposes, and general investments. 

Focus on: 

□ the importance of investing; 

□ investment concepts and strategies appropriate for the client; 

□ client goals; 

□ client risk profile—tailor investment accordingly; 

□ what will be accomplished in this component of the plan. 

■ Spending plan. 

Focus on: 

d present and proposed annual income, and fixed and variable expenses; 

□ present spending pattern and proposed spending plan; 

□ guide client with preparation of a realistic budget; 

□ what will be accomplished in this component of the plan. 

> Special needs. 

It is important to identify any special needs, or changes which may occur in a 
client's circumstances in the immediate future. 

Focus on: 

□ possible unemployment; 

□ dependants with special problems or needs; 

□ uncertainties relating to investment or economic factors; 

□ plans to start or expand a business; 

□ business succession planning; 

□ power of attorney; 

□ other needs or concerns. 

■ Summary of SOA. 

Focus on: 

■ major problems uncovered in the plan; 

■ importance of timely and full implementation; 
b overall implementation strategies; 

■ periodic review of client's financial affairs. 

■ Implementation program. 

■ Design a list of actions plan, indicating your role and who is going to undertake 
each action. 

■ Indicate when and what the client must do to implement each 
recommendation in his or her SOA. 

> Ensure that the client and the adviser sign an 'Authority to Proceed' before the 
plan is implemented. The authority to proceed should contain statements that 
the client: 

1 has read, understood and retained a copy of the financial recommendations. 

2 understands who the adviser is and their capacity. 

3 is aware that assumptions have been made in preparing 
the recommendations. 

4 understands that these recommendations are solely for their use. 

5 has read and understood the 'Financial Services Guide' which provides 
information about the adviser. 

6 authorises the adviser to proceed with the recommendations. 
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7 understands that, if they wish to cease the implementation of the 
recommendations, the adviser must be informed in writing as soon 
as possible. 

8 acknowledges that they have received the product disclosure statements as 
identified in the statement of advice. 

Now, pause to reflect on changes that may occur in a client's circumstances over a period of 

12 months which may affect an SOA. 

Did you think about: 

• business planning issues. for example starting a new business , selling a business, bringing in a new partner, 
or increasing existing loans? 

m personal issues, for example upgrading or extending the family home, or replacing the family car? 

u changes in the family situation, for example having a child, children commencing private school or university, 
a change in marital status, a death, a mental incapacity, receipt of an inheritance, or loss of employment 
or redundancy? 


Presentation of the Statement of Advice 


Each professional preparing a SOA will develop his or her own style of presentation. 
The following is a list of some of the important points to remember: 
b You are a member of CPA Australia, and are required to abide by its professional 
standards at all times. 

a All the elements discussed earlier in this module should be incorporated into the 
SOA. 

b Ensure that any recommendations you make are legal. 
b Ensure that your SOA complies with legal requirements and your professional 
standards, including full disclosure of fees, disclaimer and signed authority from 
your client to proceed. 

b Consider how, or whether, you make estimates of long term growth and income 
returns on recommended investments. Remember, that generally the only 
guarantee that can be made about such estimates is that they are wrong. 
b Warn your client that if he or she considers that any of the information contained 
in any part of this plan is incorrect, contains any omissions, or has been 
misconstrued, then recommendations in the plan should not proceed. 
b Include a 'sunset clause' to stress upon clients that the plan has been prepared at a 
point in time and that action should be undertaken within a certain timeframe 
otherwise the advice should be reviewed. 

■ State any assumptions contained in a financial plan, for example, a long-term 
inflation rate of 3 per cent and interest rate of 5 per cent may be assumed. It is 
important to state that interest rates vary from time to time as inflation rates vary 
and demand for funds vary. It is prudent to make it clear to a client that as the 
future is unknown, assumptions made when planning for the future may not turn 
out to be correct. As investment recommendations are based on assumptions 
about an unknown future, such assumptions should be based on cautious 
estimates of future financial indicators, which have been constructed from past 
experience and interpretation of current events. 
b Ensure that the SOA includes sufficient detail for the client to make a decision 
about whether or not to act on the advice, and ensure that the SOA is worded and 
presented in a clear, concise and effective manner (PS175.135). 
b Focus on your client's lifestyle requirements. It is pointless to devise a plan that 
does not concur with the way your client wants to live his or her life. 
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The engagement letter 

The first step is to produce an engagement letter defining the parameters of your 
engagement. The engagement letter below has been drafted to suit the SO A which 
follows, and assumes you will also prepare a tax return for a discretionary trust and the 
individual client. It has been adapted from the draft engagement letter contained in 
APS 2 Engagement Letters to Clients in your Members' Handbook, 

The letter is for use as a guide in conjunction with the considerations outlined in 
APS 2, and should be varied according to individual requirements and circumstances. 


Example 8.1: Example of a non-audit engagement letter for a client 

To the client 

Dear. 

Further to our discussion, we accept appointment as your accountants [advisers etc.] and 
now set out our understanding of the terms of this engagement. We will be responsible for 
the following: 

1 preparation of a financial plan, regular monitoring of your investments, and half-yearly reports; 

2 preparation of financial statements and income tax returns for the discretionary trust 
and individuals; 

3 when requested, advising on issues which arise due to changed circumstances; 

4 undertaking special assignments for such matters as management consulting services, 
estate planning, business acquisitions and other similar matters; 

5 . 

6 . 

We understand that an audit of the financial statements is not required, and therefore we will 
not be expressing an opinion as to the truth and fairness of those statements. A copy of the 
normal form of disclaimer used in these circumstances is attached. Our involvement in this 
type of engagement will not disclose fraud, defalcations or other irregularities which may occur. 
You will be responsible for maintaining and regularly balancing all books of account. 

Our fees, which will be billed as work progresses, are based on the time required by the 
individuals assigned to the engagement plus direct out-of-pocket expenses. This letter will be 
effective for future years unless we advise you of any change in our arrangement. 

Please sign and return the attached copy of this letter to indicate that it is in accordance with 
your understanding of the arrangements. 

Yours faithfully. 


Preliminary work 

You will need to have meetings with your client to gather data, and then to present, 
and talk your client through, the details of an SOA. Where necessary, a plan may need 
to be fine-timed and changed prior to final implementation. In a complex situation 
this may take several meetings. Your working papers should be kept in accordance 
with quality assurance requirements. 
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Reviewing the SOA 

Ongoing review is an essential part of the personal financial planning process and 
provides the opportunity to establish a long-term relationship and trust between 
adviser and the client. The client's requirement to receive value for money includes 
confidence in the advice, performance, reasonable fees and professional ongoing 
monitoring and review. The main objectives of reviewing the SOA are to assess the 
compatibility of the investment portfolio to changing economic and client 
circumstances and to analyse the plan's performance with respect to the client's initial 
and current objectives. Reasons for regular review include: 

■ ensuring that all the steps of the initial plan have been satisfactorily implemented; 

■ addressing any current concerns of the client; 

■ evaluating the relevance of the investments to changing personal circumstances; 
m assessing changes in the client's financial situation: for example, if an inheritance 

has been received or is expected, or following an unbudgeted increase in, or loss 
of, income or changes in expenses; 

■ assessing how changes in economic and political conditions may affect the client's 
financial plan. Important factors to take into account are whether current 
conditions indicate a recession or economic boom, inflation and interest rates, 
unemployment, change of government or government policy, legislative changes 
and changes in rules and regulations: for example, changes in social security rules, 
superannuation and taxation; and 

■ evaluating changes in financial markets: for example, a boom, a crash, 
performance of investments, new investment options and products; 

a evaluating economic changes based on market segmentations to expose possible 
areas of risk. 

A review process can be initiated by the client, the adviser or by both at agreed 
intervals. An SOA needs to be reviewed at least once a year, otherwise it may not be 
relevant in addressing the client's changing wants and needs. 

Advisers use their knowledge, skills and experience to meet their clients' needs. Access 
to computers with appropriate software packages are vitally important for professional 
advisers both in constructing and reviewing SO As. Portfolio monitoring systems and 
unbiased publications by research houses are useful sources for analysing investments 
and their performance. These information sources provide up-to-date information 
about investments which can then be used by advisers. 


Review process 

The monitoring and review process and criteria should be included in a written 
agreement which sets out the frequency of review, the nature of the services to be 
provided and related costs. 

The main steps of an SOA review process are given in Figure 8.2. 


Figure 8.2 

Statement of Advice review process 
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1 


2 


3 


4 


5 


6 



1 Analyse the clienf.s current objectives and needs 

It is important to review the client's current situation, which may have changed from 
the last meeting. Advisers should use a client annual review or a data gathering form 
to collect information and compare with the previous data collection form. This will 
provide an opportunity to reassess the client's current objectives and needs. A simple 
sample client annual review form could be designed along the lines of the one 
given below. 


Client annual review form 

Date of review 

Client name 

Have all recommendations in the original plan 
been implemented? 


Detail any changes in personal circumstances 

Risk profile still accurate? 

Material changes in legislation that affects the plan? 


Detail any current concerns 


Additional recommendations and strategy changes 
(to be completed by the planner) 
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2 Review client's current financial position, investments and strategies 

It is important to monitor the investment portfolio's performance. The adviser needs 
to evaluate the quality and appropriateness of the portfolio. A client's current financial 
position may exert varying degrees of constraints on the previously implemented 
financial strategies. In this stage, both client and adviser will critically analyse the 
client's financial position to ensure that the investment strategies are still fulfilling the 
client's objectives. 


3 Assess any financial problems 

Financial problems can be rectified before they become disasters through periodic 
review of an SOA. Inform your client about changed risks, costs and fees or 
commissions involved with any recommended investments and take into account any 
relevant taxation and social security issues. 

Under-performing investments may need to be replaced with other investment 
options to satisfy the client's needs. Adjustments in the investment portfolio may be 
necessary to address liquidity problems. Investment strategies should address the 
client's financial circumstances and cater for his or her current needs. 


4 Review lifestyle, taxation, insurance, retirement and estate planning 

Any changes in lifestyle, taxation, retirement, and estate planning will be identified 
during the interview and review stages. These issues have to be addressed in making 
investment strategies so that the client's needs and objectives are satisfied. If there are 
changes in personal circumstances or government policy which may affect the client's 
taxation, retirement or estate planning, appropriate strategies such as superannuation 
strategies and updating wills and powers of attorney should be considered. 


5 Prepare written review report of recommendations 

Following the interview with the client, written alternatives and agreed 
recommendations need to be provided to the client. As well, details of commissions 
associated with investment options must be documented in the review report. 

The essential elements which should be included in a review report are: 

i an executive summary of the plan; 

ii any changes to initial objectives; 

iii discussion on the performance of individual investments and the total portfolio; 

iv any changes to personal circumstances; 

v recommended changes; and 

vi the cost of the review and date of the next review. 

6 Implement the agreed recommendations 

Any misunderstanding and conflict between the adviser and client should be 
resolved before implementing suggested strategies. The implementation of agreed 
recommendations should be made in accordance with the conditions established in 
the review plan. Once the client has agreed with recommendations from the review 
process, they are implemented in the same way as the initial SOA. Again, it is 
important to ensure that the client signs an authority to proceed before the changes 
are implemented. 

Now we will move to the final part of this segment, which contains a sample SOA 
incorporating information covered in previous modules. 
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Module 


Sample Statement of Advice 


Explanatory introduction 


The sample SOA on coloured paper that follows has been designed to provide you with a 
comprehensive example which will indicate the type of information that should be 
provided to a client. An executive summary is important to provide a precis of the 
overall plan, and generally should be included, although you may choose to produce a 
SOA in a different format. This plan has been prepared from data collected from Ms 
M. Moore, aged 50. 

The sample SOA begins with an accompanying covering letter. The plan itself includes 
elements such as a contents page, an executive summary, the client's current financial 
circumstances, issues and recommendations relating to insurance, estate planning and 
superannuation. It also outlines investment considerations and makes recommendations 
regarding these investments. You will notice the recommendations relating to various 
elements of the plan are interspersed throughout the plan. Hence there is no separate 
section on recommendations. A different format would be equally acceptable. 

The SOA also includes: 

■ details of the financial circumstances of Ms Moore indicating original investments 
and recommended investments, assets and liabilities, and information on the 
investment recommendations; 

■ three appendices at the end of the plan: 

■ Appendix 1 is the financial planning data collection form showing Ms Moore's 
personal details, current financial details, expenses and obligations, assets, 
superannuation details, liabilities, objectives and a concerns profile; 

■ Appendix 2 is an illustrative projection of changes in Ms Moore's position over a 
period of time; and 

■ Appendix 3 illustrates the allocated pension minimum and maximum payments. 
An annual review follows the sample SOA. 

Note: This sample SOA is for study purposes only: All names and recommended products are 
fictitious and the plan is not to be used for investment advice for any person. 


You should now work through the sample SOA and annual review. 
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Robin Doe, CPA 
Authorised representative of 
CPA Financial Services Pty Ltd 
ACN 000 000 000 

Australian Financial Services Licence Holder No. 000 000 
P.O. Box 2 

(Suite 1 Upmarketville Road,) 
UPMARKETVILLE, VICTORIA 3079 


1st March, 2004 

Ms Mary Moore 
P.O. Box 1 

UPMARKETVILLE, VICTORIA 3079 
Dear Ms Moore 

Please find enclosed your Statement of Advice (SO A). The SO A has been prepared on 
the basis of information you provided in the data collection form. The plan was 
prepared after taking into account your financial goals and objectives. It has been 
designed to enable you to meet your current financial and non-financial objectives, 
both over the short and longer term, and in retirement. 

Would you please carefully review the document and contact me immediately if there 
are inaccuracies in the data or your circumstances have changed significantly prior to 
deciding to implement the recommendations. 

The recommendations are only valid for a period of 30 days, implementation of the 
plan after that time should take account of any change in circumstances and legislation. 

The plan relates to your current position and will need to be reviewed regularly in the 
future. Therefore, I recommend that you use my ongoing monitoring, advisory and 
reporting service (details enclosed). This service will monitor your financial affairs into 
the future to ensure that your objectives and investments are in harmony. 

If you have any questions about the report's content, or any other financial matter, 
please contact me before implementing the recommendations. 

To obtain further details about the type of advice I will provide, the basis of our 
charges and the procedures to follow if you have a complaint, please refer to the copy 
of my financial services guide which was provided to you during our initial interview. 

I look forward to discussing any issues contained in this report, and to providing you 
with continuing assistance with your financial affairs into the future. 

Yours faithfully 

CPA FINANCIAL SERVICES PTY LTD 
AFSL No. 000 000 


Robin Doe 

Authorised Representative 
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Private and Confidential 


Statement of Advice 


prepared for 

Ms Mary Moore 
P.0. Boxl 

UPMARKETVILLE, VICTORIA 3079 
1st March 2003 

Prepared by 

Ms Robin Doe, CPA 

Authorised representative of 

CPA Financial Services Pty Ltd 
ACN 000 000 000 

Australian Financial Services Licence Holder No. 000 000 
P.0. Box 2 

(Suite 1, Upmarketville Road) 
UPMARKETVILLE, VICTORIA 3079 
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1 Executive summary 

Personal details 

Your own home 

Your retirement plans 

Your objectives 

Your risk profile 

Investments recommended 

Assumptions 

Asset allocation mix 

2 Current financial position 

Budgeting 

Accessible funds 

3 Insurance 
Life insurance 
Income protection 

Trauma or critical illness insurance 
Medical costs insurance 
General insurance 

4 Estate planning 

Your will 

Testamentary trusts 
Funeral planning 
Enduring power of attorney 
Discretionary trust 

5 Superannuation 
Superannuation fund taxation 
Personal pension plans 
Reasonable benefits limits (RBLs) 

6 Investments 

Investment assumptions 
Risk and returns 
Diversification of investments 
Flexibility 

Income and capital growth investments 
Dividend imputation 
Income splitting 
Managed investments 
Recommendations: Investments 
Information on recommendations 

7 Monitoring 

8 Your next steps 

9 Disclosure and disclaimer 

Disclosure 

Disclaimer 

10 Financial statements 
Appendix 1: Data collection form 

Appendix 2: Mary Moore: Changes in financial position illustrative projections—assets/ 
liabilities/investments 

Appendix 3: Illustrative allocation pension maximum and minimum payments 
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1 Executive summary 

Your present overall position and my recommendations are contained in the detailed SOA and are outlined in this 
summary. To make it easier for you to understand, I have only used today's dollars in this section. Your SOA 
provides detailed investment and strategy recommendations. Your current and projected financial position is 
included in the Financial Statements section. However, there are always uncertainties in long term forecasting. 
You need to be aware that investment returns cannot be guaranteed, and it is inappropriate to rely on long term 
growth and income return estimates. Future growth and income returns will reflect prevailing market conditions, 
and generally the only guarantee that can be made about estimates is that they often prove to be inaccurate. 

The details you provided of your present position have been used as the basis for my recommendations. 

It is very important that you contact me immediately if you consider that any of the information contained in any 
part of this plan is incorrect. If there are any omissions, or any information has been misconstrued and does not 
accord with your understanding of your situation, do not proceed with any of the recommendations. 


Personal details 

You are a 50-year-old professional and you plan to work in full-time employment for the next 10 years, and then 
work in part-time employment until your retirement in 15 years' time. You also earn money from part-time 
consultancies which pay well, but you are concerned there is a certain amount of risk of being held liable for 
oversights in that consultancy work. You plan to continue these consultancies even after you retire from your 
paid employment. You anticipate receiving an Eligible Termination Payment (ETP) of approximately $80 000 from 
your full-time employment in ten years' time. There will be no undeducted contributions. You currently have 
$60 786 in rollover investments, which includes $8600 in undeducted contributions and a preserved component 
of $14 586. You intend to take all leave entitlements as and when they fall due, so you will not be entitled to any 
other lump sum payments when you retire from your employment. 

You are divorced from your former husband, and have two sons—Neil who is 22 years old and financially 
independent and Jonathan, aged 14, who attends Toptip Grammar School. Jonathan is currently in Year 9 and 
you pay all his educational costs. You need $10 000 for each of the next three years to meet the costs of school 
fees, books and uniforms. You would like to maintain this amount in your budget on an ongoing basis to provide 
for Jonathan if he decides to go to university. Jonathan lives with his father during the school term, and with you 
during school holidays. 

Your health is good except that you suffer from a back problem, but you say that you have learnt to live with that 
and you anticipate from your family history that you will live well into your 70s. 

You have a partner who lives with you, but, apart from any joint business ventures you may pursue, you both 
intend to retain the integrity of your own investments and continue to be financially independent of each other. 

Your will has not been updated since you divorced your husband and you have not established an estate planning 
strategy to date. These matters need to be rectified immediately. You do not anticipate receiving any inheritances. 

You plan to keep your current car for about three more years, then replace it with a new one. The expected 
changeover cost will be $25 000. You are planning to spend $9000 in total on trips to Perth and Europe next year. 

Your current income, net of tax is approximately $60 000 per annum, and you spend $34 000 on living expenses. 

You have $100 000 life insurance cover and your car is adequately insured, but other risks are either 
under-insured or not insured at all. 

Your current net worth is $516 309, comprising net investments of $321 309. Additionally, non-investment 
assets of $195 000 are all held in your own name. 
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Your own home 

You have recently purchased an apartment in Upmarketville for cash and you are in the process of moving into 
that apartment and out of rented accommodation. This report treats this move into your own accommodation as 
finalised, as this is to happen within the next month. 


Your retirement plans 

When you retire you want to travel and enjoy a carefree lifestyle. Your plans include a trip around Australia with 
lots of stops to play bridge in the first year after retirement. After that trip, you do not anticipate needing a car. 

You are unsure at this stage, but you plan to live in your Flat Street investment apartment when you retire in 15 years' 
time, sell your car after your trip around Australia, and to sell the Upmarketville apartment at that time. You think that 
you may invest the money into a pension. 

I have prepared a detailed budget, based on your opinion that your required annual income for your desired 
lifestyle is $34 000 net of tax in today's dollars and indexed to inflation currently. When Jonathan is financially 
independent and you do not have to pay school fees or his university cost, this amount will fall, but as you wish 
to spend more on travel, this has been maintained to cover extra travel, holidays and entertainment costs. 

When Jonathan becomes independent this may need to be adjusted if it exceeds your needs. You aim to keep 
rolled over amounts, plus earnings, intact until retirement, except for the $8600 undeducted contributions. You 
would like to leave undeducted contributions rolled over for the time being as an additional buffer to cover 
unforeseen expenses or an extra holiday. 

I have recommended that you renegotiate your employment agreement with your employer to pay an additional 
$20 000 per annum into superannuation. This will ensure that you accumulate concessionally taxed assets for 
your retirement. I have further recommended that you package $5000 of expense payments as fringe benefits. 


Your objectives 

Your major objectives are to: 

1 Protect the bulk of your current assets from any claimants; protect the value of your current assets for the 
benefit of yourself and your two sons; and provide cash flow for your 14 year-old son to finish private school 
and university. 

2 Use your current funds and assets to: 

■ increase your wealth and be financially independent as soon as possible and definitely by the time you 
turn 60 so you don't need to rely on social security; 

■ continue Jonathan's education at Toptip Grammar School for the next three years and then at university; 

■ provide a source of funds, which, with capital growth, will provide for frequent holidays, emergencies, 
and a replacement car in three years' time; 

■ place new investments in easy-to-manage funds with exposure to the local and international share 
market, at the moderate end of the risk scale; 

■ fund your lifestyle requirements, including trips to Perth and Europe next year. 

3 Have an easily managed investment portfolio and financial strategy. 

4 Update and revise your insurance and estate planning. 

Your risk profile 

After completing a risk profile questionnaire, you have been classified as a balanced investor. Balanced investors 
prefer a balanced portfolio where the main emphasis is given to fixed interest investments, equities and 
property to produce both income and capital growth. Investments in this plan have been formulated in 
accordance with this balanced risk profile. 
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Investments recommended 

Accessible funds in your own name 

These investments should be retained as they can be used as a source of funds to meet emergencies and to 
cover living expenses should your health deteriorate, or should you become unemployed: 

■ Bank of Plenty working account $10 000 

. Friendly Bond $11700 

a ASA Indexed Bond $67 623 

The reason for retaining the Friendly and ASA investments is that they mature next year, and due to your current 

tax position, it would not be tax effective to cash in either of these investments until maturity. On maturity, the 

bonuses on these investments will be tax free, and at that point I recommend transferring the funds to a 
discretionary trust and reinvesting them in managed funds. 

Establishing a discretionary trust 

I have recommended that you establish a discretionary trust for the benefit of yourself and your two children. 
This will fulfil your objective of protecting the bulk of your current assets for the benefit of yourself and your 
two children. 

I recommend that the following assets be transferred to a discretionary trust: 

■ Apartment in Flat Street $235 000 

■ 1000 Bank of Plenty shares $4 500 

■ 1000 Bank of Lots shares $3 100 

In order to minimise tax while investing in a moderate style, and to comply with your desire to keep your affairs 
as simple as possible, I have recommended that the balance of your funds are invested into a diversified 
portfolio of international funds in the name of the trust. 

Superannuation 

Place your current rollover funds in a public superannuation fund. In accordance with your risk profile, I 
recommend placing your investment 50/50 in capital stable and market-linked investments in Makin Money Ltd. 

An alternative strategy would be to set up and manage your own superannuation fund, but as this does not 
concur with your third objective, it has not been recommended. 


Assumptions 

The financial statements in this plan are based on the information you have provided on your current lifestyle and 
investment position. 

Assumptions made are: 

■ your taxable income will not increase in real terms, that is, it will be about the same as inflation; 

■ personal and superannuation tax rates will not change; 

■ your lifestyle costs will not increase in real terms; 

■ your living arrangements will remain unchanged until your retirement; 

■ you will retire in 15 years' time. 

If any of these assumptions do change, forward planning assumptions will need to he adjusted. 
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Asset allocation mix 

Your restructured investment portfolio (see under 'Recommendations: Investment'), is more tax efficient, and 
provides you with anticipated cashflows and income tax details. 

When implemented, your total portfolio will have an asset allocation mix as follows: 


Cash 

4% 

Capital stable (fixed interest) 

21% 

Australian shares 

25% 

Overseas investment 

10% 

Property investment 

40% 


This asset allocation mix excludes the $182 000 mortgage on the investment property, which reduces your 
property investment to below 20 per cent. Your portfolio should, therefore, provide you with the level of diversity 
and spread to meet your requirements and risk profile, but with some ability for capital growth and protection 
from inflation. 

Based on your current situation, you can meet your expenditure requirements, assuming that the real value of 
your growth investments increases in line with inflation. 

It is necessary to implement investment strategies which are given in this plan. Regular monitoring of and 
adjustment to those investments will be required as your circumstances change. This is to maintain your current 
level of expenditure comfortably in retirement and still leave assets to your children. 


2 Current financial position 

Your current financial position is detailed in the Financial Statements section in part 10 (at the end of this 
report). In summary it is: 

Existing assets (excluding superannuation) 


Bank of Plenty cheque account 

$11 457 

PAC Savings 

$16 943 

Bank of Plenty Investment account 

$9 700 

1000 Bank of Plenty shares 

$4 500 

1000 Bank of Lots shares 

$3 100 

10 000 Goldtin Shares 

$2 500 

Friendly Bond 

$11 700 

ASA Indexed Bond 

$67 623 

Apartment in Flat Street 

$235 000 

Weatherboard house at Woodring 

$80 000 


Sub-total $442 523 


Superannuation assets 


Pre-July 83 

$8 000 


Post-June 83 taxed 

$44 186 


Undeducted contributions 

$8 600 


Total assets 


$60 786 

Total gross investments 


$503 309 

Less Liabilities—mortgage 


$182 000 

Net investments 


$321 309 

Plus Non-investment assets (see page 8.29) 


$195 000 


Net worth $516 309 


Note: Your decision to sell the weatherboard house at Woodring and your Goldtin shares and to reinvest your 
rollover funds into one fund is endorsed as it is consistent with your objective to simplify your affairs and 
maximise returns (within your risk profile). 
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Budgeting 

Your lifestyle expenditure budget has been established at $34 000 per annum. You are satisfied that this level of 
expenditure, net of tax and indexed to inflation, will provide the type of lifestyle you desire. You plan to use any 
surplus to firstly finance next year's European trip, and then save towards the cost of replacing your car. You will 
need to withdraw about $17 000 of your capital at that time if you pay cash for the car. This could be taken from 
the ASA funds that will mature by that date with the balance being placed in the discretionary trust. 


Your living expenses budget has been established as follows: 


Item 

Household and living expenses 

Clothing 

Electricity, gas 

Phone 

Motor vehicle 

Medical, dental 

Rates and insurance 

Travel/holidays 

Clubs 

Education 

Entertainment 

Donations 

Accounting fees 

Basic health insurance 

Total 


$ Per annum 
9 200 
2 080 
600 
800 
2 960 
500 
2 240 
2 000 
1 000 
10 000 
1 560 
60 
500 
500 

$34 000 = $654 per week 


Recommendation: Salary sacrifice $20 000 per annum into superannuation. I have also recommended that you enter 
into an employment agreement with your employer to provide $5000 of your living expenses as a fringe benefit. 

This will cost $9708 ($5000 x 1.9417) from your package*. For the year ended 30 June 2004, this will leave a net 
surplus of approximately $6202 (projected personal income after tax of $35 202 less $29 000 living expenses). 


It is important to note, however, that your fringe benefits in excess of $1000 will be included on your group 
certificate. This will then be added to your taxable income and employer superannuation contributions to 
determine your liability for superannuation and Medicare levy surcharge. 


Accessible funds 

Recommendation: Retain a minimum balance of $10 000 in your Bank of Plenty cheque account as readily 
accessible funds. This will provide sufficient readily realisable assets to meet emergencies, which should be at 
least three months' expenditure. You will use approximately $5000 of this balance during your trip to Europe 
next year, funds which you should then replenish. These funds can be taken from the Friendly Bond which 
matures in the middle of next year. 

Recommendations: Investment/non-investment assets: 

• Investments to be held in your name 


Cash at call 

$10 000 

Rollover funds available for investment 

$60 786 

Non-ETP funds for investment (next year) 


Friendly Bond 

$11 700 

ASA Indexed Bond 

$67 623 

Investments to be held in your name 

$150 109 


It is assumed that Mary's employer is not entitled to claim input tax credits. 
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■ Investments to be transferred to the Discretionary Trust 


Flat Street apartment $235 000 

1000 Bank of Plenty shares $4 500 

1000 Bank of Lots shares $3 100 

Investments transferred to Trust $242 600 


When these assets are transferred, capital gains tax and stamp duty will be payable. 

The relevant stamp duty rates in Victoria include the following: 

. Transfers of real property between $115 001 and $870 000: 

$2560 + 6 per cent of the surplus over $115 000. 

Therefore, the stamp duties incurred would be: 

Flat Street apartment $235 000 $9760.00 

Note: Stamp duty is not levied on the transfer of listed securities. 

Capital gains are estimated as follows: 

■ Flat Street property, purchased one year ago for $235 000 and sold to the trust for the same amount. If the 
market value is accurate, there is no gain or loss on the transfer. 

- Bank of Plenty shares, assume purchased March 1994 for $2500 and sold March 2004 for $4500, capital 
gain estimate—$1000. Tax payable after 50 per cent discount is estimated at $490. 

■ Bank of Lots shares, assume purchased March 2000 for $2600 and sold March 2004 for $3100, capital 
gain estimate—$250. Tax payable after 50 per cent discount is estimated at $122.50. 

To simplify this financial plan , it is assumed that money has been set aside to fund the stamp duty and capital 
gains tax , and it is not funded from other assets included in this plan. 


Funds available for investment (balance of existing funds) $110 600 

Gross assets to be held by the Trust $353 200 

Less loan $182 000 

$171 200 

Total investment assets $321 309 


■ Reinvest all of the earnings from trust investments into further units through the fund reinvestment plans. 
You do not need any cash flow over and above your salary and consultancy income, and the Flat Street 
apartment is self-funding in that the rent covers the loan repayments. 

■ Renegotiate the interest rate being charged on your investment loan to the current market level. 

■ Non-investment assets to be retained 


Home apartment in Upmarketville 

$140 000 

Home contents 

$30 000 

Motor vehicle 

$20 000 

Antiques and collectibles 

$5 000 

Total value 

$195 000 


3 Insurance 

Insurance is an important way of meeting and protecting financial objectives for most people. Insurance is the 
pooling of risks with others, usually with an insurer Ensuring financial security involves transferring some risks to 
an insurer in return for the payment of premiums. The major risks affecting you are discussed in this section. 

I can refer you to a competent insurance broker to review and implement my recommendations in this section. 
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Life insurance 

You have an existing life insurance policy for $10 000, plus $100 000 term life cover with your employer 
superannuation. 

Recommendation: You have substantial and readily realisable investments which would be adequate to provide 
for your dependants in the event of your death. The cost of additional life insurance at this stage of your life 
would be relatively high and, accordingly, I believe your existing cover is sufficient and more life insurance is 
not required. 


Income protection 

Your future ability to earn is an important asset, yet you do not have any income protection insurance. If you get 
sick, you will not qualify for government sickness benefits, as these are income and assets tested by Centrelink. 

Recommendation: Income protection insurance is essential to protect your standard of living, should you not be 
able to earn an income. The maximum level permitted is 75 per cent of your personal exertion income (including 
salary sacrificed superannuation) and this is the level of income protection insurance you need. 


Trauma or critical illness insurance 

Trauma or critical illness insurance pays a lump sum on the diagnosis of a specified critical condition, for example 
heart attack, stroke. The lump sum received can be used for any purpose. This insurance should be considered, to 
cover the repayment of your loan and additional medical expenses in the event of an adverse diagnosis. 

Recommendation: You should seek professional assistance from trauma or critical illness insurance specialists. I can 
refer you to an insurance broker who specialises in this area. 


Medical costs insurance 

You currently do not have any insurance to cover medical costs. Given the fact that you have a back problem, it 
would be prudent to take out some cover. You will be levied an additional 1 per cent as a medicare levy if you do 
not take out private health insurance and the combined value of your fringe benefits and taxable income 
exceeds $50 000. 

The 30 per cent rebate for private health insurance fees provides a monetary incentive for taxpayers to take out 
such insurance cover. 

Recommendation: Take out at least basic single person health insurance (Jonathan is covered by his father's 
insurance). I have included an amount to cover this in your budget. You should consider taking a higher level of 
cover so that you are able to select the medical treatment you desire in the event of an unforeseen illness or injury. 


General insurance 

Non-life risks which are not insured can result in losses which range from small ones that adversely affect your 
goals to catastrophic ones that can financially ruin you. It is therefore important to insure non-life risks. From a 
financial perspective, it is vital that you adequately insure your major assets for their full replacement value. 

Recommendation: Your insurance position and our suggestions are: 

d Car insurance 

You have fully comprehensive motor vehicle insurance, with a $400 standard excess. This is adequate. 
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■ Home and contents insurance 

Your current policy includes $1 million public liability insurance. However, your insured value is $15 000 
under the value of your stated valuation of home contents, antiques and collectibles. You should contact your 
insurer immediately and increase this to the current value, $35 000. Make sure you have replacement value 
insurance. Indemnity value insurance should be avoided as it only pays the depreciated value of property at 
the time of the loss. 

■ Building insurances 

These are included in body corporate fees on your apartment. 

■ Travel insurance 

Make sure that this is arranged when you book your trips next year so that you do not suffer financial loss in 
the event of cancellation of the trip or losses incurred whilst travelling. Your travel consultant should be able 
to provide you with details at that time. 

■ Professional indemnity insurance 

I recommend you take professional indemnity insurance to protect you financially in the event of being sued 
for negligence. Without appropriate cover, damages payable, plus associated legal costs can be financially 
devastating. Your professional association can advise you on the appropriate level of cover required, and may 
be able to effect professional indemnity insurance cover for you. 

■ Loan cover 

If you suddenly lose your source of income because of loss of employment and the property is untenanted, 
you might only be able to meet the repayments for a short time. Loan cover is an insurance policy designed 
to meet your loan repayments if you become unable to earn an income due to an accident, illness, 
unemployment or death. I consider that it is essential for you to take out loan cover on your existing loan. 
Your lending bank offers such a policy, and you should discuss this with them. Alternatively I can suggest an 
insurance broker who specialises in this type of cover. 

4 Estate planning 

This is a precis of your estate planning position. I suggest a joint meeting with your solicitor before taking action. 


Your will 

It is important to review your will periodically and keep it up to date in order to avoid the possibility of your 
assets not being distributed according to your current wishes. 

Your current will was made during your former marriage. It leaves everything to your former husband, and names 
him as executor. 

Recommendation: I strongly recommend that you attend to this as soon as possible so that your assets are 
distributed to your sons and any other specified beneficiaries, in accordance with your wishes. 

Because the laws relating to wills are very complex, especially after a marriage breakdown, I recommend that 
you arrange for a new will to be drawn up after consultation with your solicitor. 

You should ensure the new executor you select is likely to outlive you, knows your wisnes and is willing to 
administer your estate. Your executor should also be aware of your professional advisers, including your solicitor, 
insurance broker and myself, so that your estate planning strategies are implemented according to your wishes. 
You may also wish to nominate an alternative or second executor. 


Testamentary trusts 


A testamentary trust is a trust established under a will, and only comes into effect on your death. 
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The main advantages of a testamentary trust are: 

1 Tax 

. No tax returns are required until after your death. 

■ Any capital gains tax liability is delayed until the sale of assets. 

■ Income splitting is possible. 

a Children under age 18 can receive distributions which are taxed at normal rates, that is $6000 tax-free, 
instead of penalty children's tax rates. 

2 Social Security 

■ The Social Security legislation does not usually deem capital left via a trust to have been received until it is 
distributed to a social security recipient where there is more than one beneficiary, for example if your 
investments were distributed to a trust for the benefit of your children and future grandchildren. However, 
note that any income earned by the trust must be distributed and declared to Centrelink. 

3 Stamp duty 

. Currently no stamp duty is payable to set up the testamentary trust. 

4 Flexibility 

■ The trust can be changed at any point during your lifetime. 

5 Control 

. It will protect the assets and carry out your wishes even after your death. 

Recommendation: You may wish to discuss setting up a testamentary trust for the benefit of your children and 
future grandchildren with your solicitor when your new will is drawn up. 


Funeral planning 

Planning details of your funeral during your lifetime reduces financial and emotional strain on your family when 
you die. 

Recommendation: If you are interested, I suggest that we discuss funeral planning at our next meeting. 


Enduring power of attorney 

A power of attorney is a formal deed which empowers another person to represent you if you are, or become, 
unable to manage your own affairs. The granting of a power of attorney means that you legally appoint a person 
or organisation to make decisions, sign documents and generally act on your behalf in various matters. It is 
prudent to grant a limited power of attorney if you are going overseas. An enduring power of attorney continues 
to look after your affairs if you become incapable of managing on your own. 

Recommendation: As you have granted your former husband an enduring power of attorney, I recommend you 
talk to your solicitor about cancelling it as a matter of urgency as he still has the ability to make financial 
decisions for you under the power. 

The laws relating to powers of attorney are very complex, and I recommend that you consult your solicitor 
before granting an enduring power of attorney to another person. 


Discretionary trust 

A benefit of the discretionary trust is that the assets are owned by the trust and not you, meaning they are 
protected from creditors. Further, on your death, the assets remain the trust's property and there is no stamp 
duty or capital gains tax problems to contend with. 

Recommendation: You establish a discretionary trust. Proper succession planning is necessary for the 
discretionary trust. You should be aware that the appointor of the trustee has total control over the discretionary 
trust. You should therefore ensure that you are the appointor of the trustee during your lifetime, and that your 
two sons are joint appointors on your death. An alternative is to collapse the trust on your death. 


I will discuss the details with your solicitor when you are having the trust drawn up. 
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5 Superannuation 

Under current rules, you would not be entitled to receive any government pension with a real retirement income 
of $34 000 per annum. It is therefore important for you to be aware of issues surrounding superannuation. This 
section describes the taxation of superannuation, how eligible termination payments are taxed, personal pension 
plans, and reasonable benefit limits and how these affect you. 


Superannuation fund taxation 

Superannuation and rollover funds provide a tax advantaged investment environment as they only pay a 
maximum concessional 15 per cent tax on annual taxable income. This includes employer contributions and 
earnings. The taxable income is arrived at after allowing for any deductible expenses, including: 
b administration expenses, 

■ cost of providing death or disability cover or benefits, and 

■ actual cost of providing death or disability benefits each year. 

The tax liability is reduced by: 

> imputation credits, 

■ foreign tax credits up to the Australian tax payable on that income, and 

■ rebates on short-term life assurance policies. 

There is no tax payable on capital gains indexation, and earnings used to pay current pension liabilities. 
Taxes payable (2003/04 rates) on withdrawal from superannuation and rollover funds are: 


Undeducted post-30 June 83 contributions Tax free 

Pre-July 83 component 5% taxable at your marginal rate (47%) plus Medicare 

Post-June 83 taxed element 

—under 55 years 20% plus Medicare levy 

—55 years and over The first $117 576 is tax free 1 

Balance 15% plus Medicare levy 

1 This amount is indexed annually to AWOTE. No Medicare levy is payable when the tax rate on the low tax threshold is nil. 


Deposits in approved deposit funds and most deferred annuities must be withdrawn by age 65 years. 

You currently have $60 786 in rollover parking funds. 

If you withdrew your eligible termination payment (ETP) now, excluding preserved benefits, the lump sum tax 
payable would be: 


ETP Tax for Ms Mary Moore as at March 2004 


Components 

Amount 

ETP tax payable 

Undeducted 

$8 600 

Nil 

Pre-July 83 

$8 000 

$194 (8000 x 5% x 48.5%) 

Post-June 83 

$44186 

$9 500 (44 186x21.5%) 

Totals 

$60 786 

$9 694 


You can eliminate most of the lump sum tax payable if you withdraw the pre-July 83 and post-June 83 components 
from your rollover fund after you reach age 55. The post-June 83 component (see above) will be tax free, so if the 
entire ETP is withdrawn at that time, the only tax payable would be $194 on the pre-July 83 component. 

Your undeducted contribution component can be withdrawn at any time and is exempt from tax, however you 
should discuss the ramifications of this with me if you plan to make a withdrawal, as there may be other 
adverse tax implications. The pre-July 83 and post-June 83 components must be withdrawn on a pro rata basis, 
that is, you cannot elect to withdraw from only one component. If you withdraw funds prior to age 55, your lump 
sum RBL is reduced by 2.5 per cent for each year you are under 55. 
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Personal pension plans 

Rolling over benefits to a personal plan, means that no lump sum tax is payable. Additionally, the investment 
earnings on the amount funding the pension payments are exempt from tax once the pension is payable. 

The part of the pension payment attributable to undeducted contributions is tax free and a tax rebate of 15 per cent 
applies to the taxable portion of the pension. At the point of retirement (when you are over age 55), an effective 
strategy may be to withdraw the tax free portion of the post-June 83 component and its corresponding 
proportionate pre-July 83 amount, paying the tax on 5 per cent of the pre-July 83 amount of this withdrawal, and 
reinvesting it as undeducted contributions. This will then form part of the undeducted purchase price and increase 
the tax free portion of the pension payment. 

Recommendation: I need to discuss a personal pension plan closer to your retirement date, to evaluate the 
most appropriate strategy at that time. As you approach retirement, I will discuss the options open to you in 
more detail. 

Under current rules, pensioners can commute part or all of an allocated pension to a lump sum amount at 
any time. 


Reasonable Benefits Limits (RBLs) 

Your reasonable benefit limit is the maximum amount of concessionally taxed superannuation benefits you can 
receive during your lifetime. Undeducted contributions are excluded from the RBL. Any excess benefits are taxed at 
the top marginal rate of tax unless used to buy a pension, where they are not eligible for the 15 per cent rebate. 
Your RBL in 2003/04, which is then indexed annually to AWOTE, is: 

Lump sum RBL $588 056 

Pension RBL $1 176 106 (if at least 50% is taken as a complying pension) 

Note that allocated pensions do not satisfy the pension RBL rules. 

These limits are increased annually in line with AWOTE, so you can see that you have plenty of capacity to 
increase your investment in superannuation without exceeding your RBLs. 

Recommendation: Superannuation 

Given that you are under funded in terms of both your pension and lump sum RBLs, superannuation is a very tax 
effective investment. I have recommended that in addition to the $6000 employer contributions, you enter into a 
salary sacrifice agreement with your employer to place an additional $20 000 of your remuneration package into 
superannuation to build up your funds for retirement. These contributions should be increased each year in line 
with your salary and should continue until you cease working at age 65. 

Given your taxable income, increased level of superannuation contributions and your reportable fringe benefits, 
you need to consider the effects of superannuation surcharge. 

Superannuation surcharge is payable on employer superannuation contributions if your 'adjusted taxable 
income', which is broadly defined to include your taxable income plus deducted superannuation contributions 
and the grossed-up value of any reportable fringe benefits, is greater than the surcharge threshold. For 2003/04, 
the lower and upper threshold amounts are $94 691 and $114 981 respectively. The surcharge tax rate is 
determined by reference to these thresholds. Please refer to Appendix 2 at the end cf this plan, which shows 
the effects of the surcharge. 

However, even with the impost of the surcharge, superannuation is still attractive. Remember, only the 
contributions are taxed at the higher rate, any income and capital gains are still taxed at a maximum of 15 per 
cent. Future income and capital gains that are earned on those contributions will be taxed at a maximum of 
15 per cent. Significant taxation concessions are available on benefit payments and retirement income streams. 

As you wish to preserve your current rollover fund and have the flexibility to ask your employer to pay your 
superannuation to a fund of your choice and to buy a pension at retirement, 1 suggest that you place your 
rollover funds with Makin Money Ltd Public Superannuation Fund. This fund currently provides the choice of 
capital secure, capital stable and market-linked investments. In accordance with your balanced risk profile, 

I suggest that you spread your funds across capital stable and market-linked alternatives. This approach also 
means that you have achieved one of your objectives of having an easily managed portfolio. 
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This recommendation is based on the fact that all of their funds have above average performance and that the 
fund permits free switching, thus enabling you to take benefits in the form of a pension upon retirement. The 
unrestricted non-preserved part of your rollover is accessible at any time. When you retire, you can withdraw 
your benefits in the form of a pension. 

You may wish to set up your own superannuation fund. Although this has not been recommended as the 
additional administration does not accord with your objective for simplicity, there are advantages in having your 
own fund, which I am happy to elaborate on if this alternative is of interest. 

As the law stands currently, you are able to make additional undeducted contributions into superannuation 
within two years after retirement (if you are not working at least 10 hours a week at that time) and you are 
under age 65. If you continue to work after age 65 and work for at least 10 hours each week you may contribute 
to superannuation. 

When you have made your decision on where you will live in retirement, you will either sell the Flat Street rental 
property or your apartment in Upmarketville and inject those funds into superannuation as undeducted 
contributions, thus boosting the tax free portion of the pension. 

Based on our projections, we estimate you will have the following amounts in superannuation at age 65 
(please refer to Appendix 2): 

Your existing rollover $120 352 

Contributions over the next 15 years $656 347 

At age 65 it is estimated that you will have a total of $776 699 in superannuation. You would be entitled to a 
minimum allocated pension of $49 470 before tax and a maximum income stream of $95 890 before tax. 

Note that a 15 per cent rebate applies to such income, which may significantly reduce the amount of tax you 
may be expected to pay on the income from the allocated pension. Please refer to Appendix 3 for further details 
of your projected allocated pension stream. 

By adopting the strategies in this plan you will meet your objective of being financially independent at age 60. 
You will also be in a financial position to maintain your current level of expenditure in retirement whilst still 
leaving assets to your children. 


6 Investments 

The following are the main issues I have taken into consideration in compiling my recommendations: 

Security and growth 

Protecting the real value of your capital is important, as protecting initial capital only will result in tax and 
inflation eroding the real value of your capital. 


Investment assumptions 

Investment recommendations are based on assumptions about the future from conservative estimates of 
future financial indicators, constructed from past experience and interpretation of current events. As the 
future is unknown, assumptions made when planning for the future may not turn out to be correct. However, 
periodic reviews will update your plan and will incorporate any changes in your situation, and the prevailing 
economic situation. 



SAMPLE STATEMENT OF ADVICE 8.17 


Risk and return 

This financial plan has taken into account your risk and return profile. 

All investments have risks associated with them, and this even includes government bonds. This is because 
when interest rates rise new investors can buy the same amount of income stream for less. If a bond owner 
then wants to sell the bonds before maturity and interest rates have risen, the sale price will be less than their 
face value. On maturity, 10 years after issue, the holder of the bond at that time will receive its full face value, 
however the real value will have fallen due to the time value of money. 

Thus, there are important issues to think about when investing. These are: 

■ the time frame for investment—short, medium or long term; 

■ access to funds if unforeseen financial needs occur; 

■ any predictions made about future changes in the rate of return for investments are just that, and no one can 
foresee the future; and 

> the time value of money. 

Strategies to reduce the risk of investments with higher, but volatile returns include: 

■ investing in a range of asset classes: cash and fixed interest, property, shares (Australian and international) 
and overseas currencies (and/or managed fund equivalents); 

■ diversification across different components of each class of assets, for example different market segments, 
or investments with different managers; and 

■ investing for the longer term. 

From the information you have supplied about your circumstances and objectives, your projected investment 
spread has been designed to fit your risk profile. You should be aware that values may fluctuate especially in the 
shorter term, and if cashed, could result in a capital loss. However, over the longer term, appropriate growth 
should be achieved. 


Diversification of investments 

Diversification provides some protection from risk and my recommendations are framed to minimise risk of 
investments that perform poorly and the cyclical effects of investments across the various market sectors. 

It is also important to achieve a balance between income and growth, so that your income requirements are 
achieved whilst minimising taxation liability. This strategy protects the value of capital against the effects 
of inflation. 

These issues have been taken into account in this plan, however they have been modified by your desire to 
retain certain existing investments. 

Recommendation: Based on current economic conditions and outlook, this plan aims at diversifying your 
investments with a reasonably balanced mix of: 


Cash and fixed interest investments 

25% 

Australian shares 

25% 

Overseas shares 

10% 

Property 

40% (this adjusts to below 20% when the loan is factored in) 


Flexibility 

Your investment portfolio needs to be easy to manage and flexible enough to cater for any change in your 
circumstances. Investing in a mix of managed and direct investments provides you with the ability to change 
part of your investment portfolio simply and without incurring new entry fees and costs. A proportion of your 
investments are in liquid assets, and this ensures additional flexibility through easy access to part of your funds. 
This allows you more control if you wish to change plans which incur additional expenditure. 

Regular monitoring and evaluation of your portfolio will ensure any switching is carried out when necessary. 

Initial entry fees into managed and direct investments can be costly, so investments are selected for the longer 
term. Funds with free switching facilities over a selection of their funds are useful in retaining flexibility to review 
and modify your portfolio and to counterbalance when necessary, for example when interest rates rise or fall. 
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Income and capital growth investments 

Interest producing investments generally have the advantage of security of original capital on maturity. These 
investments include: 

■ bank deposits, 

■ mortgages, and 

■ debentures with large finance, and some publicly listed, companies. 

The major disadvantage with interest bearing investments is that all the income generated is taxable and they 
do not provide any capital growth. 

Capital growth investments, either direct or managed, include: 

■ property, 

■ Australian shares, 

■ international shares, 

■ other investments (e.g. pine plantations, collectibles, options, futures contracts and so on). 

Direct capital growth investments can produce income, for example in the form of rent from property and 
dividends from shares, plus the capital value of the asset can increase. 

The advantages of capital growth investments are: 

. diversification into other economic sectors (apart from fixed interest); and 

■ flexibility in arranging your taxation position to suit your circumstances. This is because tax is deferred until 
the sale of the growth part of the investment. Also, tax concessions on the sale of an asset owned for more 
than 12 months mean that: 

a tax is only levied on the profit, and 
b the gain is reduced by 50 per cent. 

Direct property investments are illiquid and may take several months to convert to cash unless you settle for a 
quick sale or borrow further funds. 

Recommendation: As you already have substantial direct property investments, you should limit any further 
exposure to property and concentrate on share, bond and interest investments. Whilst the share and bond 
markets can fluctuate, in the long term shares have historically performed at least in line with inflation. 

Should you hold any options or futures contracts at any time, you should make provision to cover the cost of 
exercising options or meeting futures contract obligations. 


Dividend imputation 

The dividend imputation system provides a tax credit to the investor on franked dividends received by the investor 
(that is, those which have already borne company tax). You already own shares and are aware that you will pay tax 
on fully franked dividends, plus the tax credit attaching to those dividends, only at a rate equal to your marginal rate 
of tax less a tax credit applicable to the company tax rate (30% for the year ended 30 June 2004). 


Income splitting 

The discretionary trust you will set up provides you with the ability to income split with your sons. This will be 
particularly valuable from the year Jonathan turns 18 years until he earns his own income, as he will then be 
taxed at normal rates and will have a tax-free threshold of $6000 for the year ended 30 June 2004. Until he 
reaches 18 years, he is limited to a maximum of $643 investment income before being taxed at a rate which 
makes further income splitting with him uneconomic. 


Managed investments 

Managed investments are pooled money. The money or assets purchased with the pool is managed by a 
fund manager. 
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Examples of managed investments include: 

■ life office and friendly society insurance bonds; 

■ public unit trusts—cash management, mortgage, share and bond trusts; 

. listed and unlisted property trusts; and 

■ superannuation and rollover investments. 

Advantages of professionally managed funds over direct investments include: 

■ diversification even for small investment amounts; 

■ less personal administration time; 

■ professional management; 

■ greater liquidity; 

* simplicity; 

■ greater flexibility to switch components of your portfolio within the fund at no cost; 

■ regular fund manager investor and taxation reports; and 

■ income re-investment plans. 

Disadvantages 

The following may be seen as disadvantages of managed funds over direct investments: 

■ loss of control over individual investment decisions; 

■ pooled funds mean investors cannot have a particular asset; 

- fund's risk and manager profile may change over time; and 

■ entry and management fees may be higher. 


Recommendations: Investments 

Fund managers have been selected which I feel best fit your particular investment needs. Your overall portfolio 
should achieve a reasonably balanced mix of: 

> cash; 

■ capital stable; 

■ balanced; and 

■ specialist (international). 

Also see Financial Statements at the end of this plan for details of recommended investments. 

At the time of our initial discussions, you decided to keep your Bank of Plenty cheque account because of its 
attached debit Visa card. 

The suggestions below have been selected because they satisfy your needs for flexibility and ongoing service. 

I suggest that you should invest your funds as follows: 


Makin Money Public Superannuation Fund 

$60 786 

(plus $20 000 salary sacrifice and $6000 employer contribution annually) 


MNO Split Trust—Growth Fund 

$25 000 

MNO International Trust 

$25 600 

PQR Global Fund 

$30 000 

STU International & Pacific Fund 

$30 000 


Information on recommendations 

Investments discussed provide an overview only. You should read the following product disclosure statement 
(PDS) fully before investing. 

■ Makin Money investment approach and investment returns on superannuation fund and prospectus 

■ MNO Split Trust—Growth Fund performance details and prospectus 

■ MNO Trust International performance details and prospectus 

■ MNO Risk Management brochure 

■ PQR Global Fund performance details and prospectus 

■ STU International & Pacific performance details and prospectus 

■ STU Financial Market update 


[Candidates should note: As this plan is for study purposes only, PDSs are not attached.] 
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7 Monitoring 

This financial plan, which incorporates your current investment decisions, details your current financial 
circumstances and your financial and lifestyle objectives, plus external factors such as: 

. the economic environment; 

■ market segment investment performances; 

■ taxation and social security issues; and 

■ investments available and returns on those investments. 

These variables change over time, and may affect the ongoing suitability of your investment portfolio. Ongoing 
monitoring of your financial strategy and position is essential. My ongoing service provides regular monitoring of 
your investments and half yearly reports, plus advice at any time should your circumstances change. This regular 
monitoring service is provided for a $100 monthly fee, invoiced quarterly in arrears. Additionally, you can access 
our advice and monitoring services at any time, and this incurs our normal hourly fee of $120. Ongoing fees 
associated with generation of assessable income are generally tax deductible. 

I do not accept responsibility for ongoing monitoring and investment performance for clients who do not 
subscribe to the regular monitoring service. 


8 Your next steps 

The next steps you need to take are: 

Shares: 

m Forward the Goldtin share certificate to your stock broker with instructions to sell. 

Woodring property: 

m Place the Woodring property with an estate agent to be sold. 

Superannuation: 

• Forward all the certificates relating to your rollover fund, so that I can arrange to transfer the balances to 
Makin Money. 

■ Make an appointment with your solicitor to arrange the establishment of a discretionary trust, the transfer of 
the property and shares into the trust, and to follow up on the estate planning issues raised in this plan. 

Insurances: 

m Arrange basic medical insurance. 

■ Organise loan cover with your bank. 

■ Arrange income protection insurance. 

■ Contact your home contents insurer immediately and increase the level of cover to $35 000 (don't forget to 
make sure you have replacement value insurance). 

■ Arrange travel insurance when you book your trips for next year. 

■ Contact your professional association to arrange appropriate professional indemnity insurance. 

With us: 

Subscribe to our ongoing monitoring and half-yearly report service. 

Our future meetings: 

m Arrange your next appointment with me so that I can ensure: the above steps are in place; you fully 
understand this plan; and to arrange for your additional employer superannuation to be paid to the Makin 
Money Fund. 

■ Contact me if you do decide you would like to set up a self-managed superannuation fund. 

■ When you receive the money from the Woodring property, we need to meet again so we can invest those 
funds as recommended. 

■ Contact me at any time there is a significant change in your circumstances or objectives, and at least 
annually, so I can ensure that your financial wealth building is progressing as planned. 
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Please contact me if you require assistance in implementing any of these steps. Be assured that I am happy to 
assist you at any stage either with additional information or referrals to other professionals. 

If this plan and its recommendations are acceptable to you, please sign the enclosed 'Authority to Proceed' and 
return it to me. 


9 Disclosure and disclaimer 

Disclosure 

The Financial Services Reform Act 2001 (Cwlth) (FSRA) requires all the securities advisers making 
recommendations set out in this document ('the securities advisers') to disclose the following details of 
commissions and fees: 

The securities advisers will jointly receive initial commission based on amounts invested as a result of the 
recommendations. These are listed below for the recommended products. Trailing commissions are also 
received each year that an amount remains invested. 

On funds invested with Makin Money, the fees, charges and commissions payable within the Public Offer 
Superannuation Fund are: 


Initial service charge 

4% 

Management fee 

1.65% p.a. 

Member fee 

$40 p.a. 

Costs and expenses 

as incurred 

Investment management fees 

0.6% p.a. 

Initial brokerage 

up to 3% 

Recurrent brokerage 

0.3% to 0.6% p.a. 


On funds invested with PQR Global Fund, the fees, charges and commissions payable are: 


Maximum initial entry fee 

5% 

Management fee 

2% p.a. 

Trustee fee 

0.091% p.a. 

Exit fee 

Nil 

Switching fees 

Nil 

Initial brokerage 

. up to 4% 

Recurrent brokerage 

0.3% p.a. 


On funds invested with MNO Split Trust—Growth and MNO International fund, the fees, charges and commissions 
payable are as follows: 


Maximum initial entry fee 

5% 

Management fee 

1.5% p.a. 

Trustee fee 

0.1 p.a. 

Exit fee 

Nil 

Switching 

More than 4 p.a. incurs 1% fee 

Initial brokerage 

up to 4% 

Recurrent brokerage 

0.25% p.a. 


On funds invested with STU Sharemarket Funds, the fees, charges and commissions payable are: 


Maximum initial entry fee 

Nil 

Management fee 

1.5% p.a. 

Trustee fee 

0.1 p.a. 

Exit fee 

up to 2% 

Switching 

More than 2 p.a. incurs 1% fee 

Initial brokerage 

2% 

Recurrent brokerage 

0.3% p.a. 
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Note 1: The initial service/entry fee is paid to the fund manager. 

Note 2: The brokerage is paid to CPA Financial Services Pty Ltd. I will rebate all commissions received against 
my fee of $2400 for preparation of this financial plan, ongoing monitoring service which is charged at $100 
per month, and fees for other services which are charged at $120 per hour. Entry fees and rebates on 
recommendations are summarised in the following table. 


Investment 

Net entry fee 

Brokerage/Rebate 

Makin Money 

$2 431.44 

$1 823.58 

PQR 

$1 500.00 

$1 200.00 

MN0 

$2 530.00 

$2 024.00 

STU 

S0.00 

$600.00 

TOTALS 

$6 461.44 

$5 647.58 


CPA Financial Services Pty Ltd and Robin Doe have no other pecuniary interests in the recommendations made 
and we do not accept any incentives for volume of placements. 


Disclaimer 

Income and growth in this report and appendices merely illustrate an example of the return over the medium to 
long term. They should not be relied on. 

No responsibility is taken for the accuracy of any calculations or interpretation of taxation or social security laws as 
legislation can change and the estimates contained in this report are only a guide, and should not be relied on. 

[Candidates should note: This disclaimer is only a suggestion, and you should make your own decision and seek your own legal 
advice on the adequacy of any disclaimer or exclusion clause you use.] 
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CPA Financial Services Pty Ltd 
ACN 000 000 000 

Australian Financial Services Licence Holder No. 000 000 
Suite 1, Upmarketville Road, Upmarketville, Victoria 3079 

CLIENT ACKNOWLEDGMENT 

Client name: Ms Mary Moore 
Address: P.O. Box 1, Upmarketville 3079 
Date: 

Client should complete (A) or (B), whichever is applicable. Completion of this form is a CPA Financial Services 
Pty Ltd compliance procedure preferred by the Australian Securities and Investments Commission. 

Advisory investment (for use when personal advice is provided) 

This acknowledgment is a quality control measure to ensure that the investments and insurances , if any 
recommended for you , fully comply with your financial needs and objectives. It also ensures that CPA Financial 
Services Pty Ltd has made all the necessary disclosures detailed below to your satisfaction. If anything of 
importance has been omitted , please discuss this with your CPA Financial Services Pty Ltd adviser before signing 
and returning this form. 

Written or oral recommendations 
Written 

I/We acknowledge that l/we have thoroughly read the S0A prepared by CPA Financial Services Pty Ltd for me/us through 
their authorised representative: Robin Doe, dated 1 March 2004 and that it accurately records my/our financial situation, 
risk profile and financial needs and objectives. 

OP 

Oral 

1/We acknowledge that the investments/insurances recommended by CPA Financial Services Pty Ltd for me/us through their 
authorised representative: Robin Doe. and entered into on ...J ... I... are based on an accurate understanding of my/our 
financial needs and objectives. 

I/We also acknowledge that CPA Financial Services Pty Ltd and its authorised representative have disclosed and explained: 

■ that they may have a relevant interest in the investments recommended (if any) in the submission; 

■ the risks associated with any such investments and that there are no guarantees on future growth levels; 

■ any fees and costs relating to the above investments and/or insurances and the advice given; 

■ the commissions payable to CPA Financial Services Pty Ltd and its representatives deriving from the above 
investments/insurances; 

■ the financial risks of inadequate insurance cover. The level of insurance recommended (if applicable) is based on a complete 
analysis of my/our financial needs and a policy purchased which differs from the recommended may not be appropriate to my/ 
our needs; 

■ that the contents of this submission are for my/our sole use only; 

■ that all recommendations are based on current interpretations of regulations; 

■ the need for monitoring, advisory and reporting services and that those services will be provided by CPA Financial 
Services Pty Ltd for a quarterly fee invoiced in arrears and commencing from 1 March 2004; 

■ that if l/we do not wish to proceed with this submission within 30 days of its presentation to me/us and/or receive 
the Monitoring, Advisory and Reporting Service, then l/we will inform CPA Financial Services Pty Ltd in writing. I/We 
understand that there may still be fees payable, as fees are invoiced quarterly in arrears. I/We also acknowledge that, 
should l/we not pay for the ongoing service, Robin Doe and CPA Financial Services Pty Ltd will not have any 
responsibility to monitor and review my/our portfolio from the date of non-payment. 

■ I am/We are aware that the recommendations contained in the S0A are interrelated with each other, and that the 
company and Robin Doe are specifically excluded from all responsibility and liability for any loss l/we may suffer by 
partial implementation of the plan. 

./.../... 

./.../... 

Client signature(s) date 
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10 Financial statements 


Important note: As this information has been used to produce your financial plan, please advise of any 
inaccuracies or omissions before implementing the plan. Whilst growth products are shown, no guarantee or 

forecast can be made of the amount of growth. 




Original investments: Ms M. Moore 




Investment details Estimated value $ 

Estimated income $ 

Growth product? 

Cash at call 




Bank of Plenty Cheque account 

11 457 

229 

No 

PAC Savings 

16 943 

602 

No 

Fixed Interest Investments 




Bank of Plenty Investment account 

9 700 

543 

No 

Australian Direct Share Investments—growth 




1000 Bank of Plenty shares 

4 500 

470 

Yes 

1000 Bank of Lots shares 

3 100 

310 

Yes 

1000 Goldtin shares 

2 500 

Nil 

Yes 

Managed Funds—growth 




Friendly Bond 

11 700 

Nil 

Yes 

ASA Indexed Bond 

67 623 

Nil 

Yes 

Direct Property Investment 




Apartment in Flat Street deposit 

235 000 

16 450 

Yes 

Weatherboard house at Woodring 

80 000 

6 240 

Yes 

Rollover Funds 




ASA Rollover preserved 

14 586 

Nil 

Yes 

ASA Parking Fund 

8 600 

Nil 

Yes 

PAC Capital Guaranteed Parking Fund 

37 600 

Nil 

Yes 

Totals: Gross investments 

$503 309 



Annual income 


$24 844 


Recommended investments: Ms M. Moore 




Investments to be held directly 




Investment details Estimated value $ 

Estimated income $ 

Growth product? 

Cash at call 




Bank of Plenty Cheque account 

10 000 

200 

No 

Managed funds—growth 




Friendly Bond 

11 700 

Nil 

Yes 

ASA Indexed Bond 

67 623 

Nil 

Yes 

Rollover funds 




Makin Money PSF 

(50% Capital Stable, 50% Market Linked) 

60 786 

Nil 

Yes 

Total assets to be held directly 

$150109 
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Investments to be held by the Discretionary Trust 


Investment details 

Estimated value $ 

Estimated income $ 

Growth product? 

Direct property investment 

Apartment in Flat Street 

235 000 

16 450 

Yes 

Australian direct share investments—growth 

1000 Bank of Plenty shares 

4 500 

470 

Yes 

1000 Bank of Lots shares 

3 100 

310 

Yes 

Managed funds—growth 

MNO Split Trust—growth 

25 000 

5 075 

Yes 

MNO Trust International 

25 600 

2 950 

Yes 

PQR Global Fund 

30 000 

3 000 

Yes 

STU International & Pacific Fund 

Gross assets to be held by the trust 

Less investment loan on Flat Street 

Net investments held in the trust 

30 000 

$353 200 
$182 000 
$171 200 

3 000 

Yes 


Assets and liabilities: Ms M. Moore 

Assets 

Amount $ 

Home apartment in Upmarketville 

140 000 

Home contents 

30 000 

Motor vehicle 

20 000 

Antiques and collectibles 

5 000 

Investments held directly 

150 109 

Gross investments held in the trust 

353 200 

Total assets 

698 309 

Less liabilities 

182 000 

Total net worth 

516 309 


Note: Values of investments and non-investment assets are based on your estimates. As this information has 
been used as a basis to produce your financial plan, please advise of any inaccuracies or omissions before 
implementing the plan. 


Investment cash flow 

Recommendation: After deciding the most tax effective way that any surplus from the trust will be distributed, 
all of the trust earnings after tax should be invested into managed investment units or shares. The reason for 
this recommendation is that you do not need further cash flow over and above your salary and consultancy 
income, and the Flat Street apartment is self-funding, in that the rent covers the loan repayments. 
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Statement of income: Ms M. Moore 


Taxable income—year ended 30 June 2004 

$ 

Salary 


30 292 

Deductions 


2 000 

Consultancy fees 


17310 

Interest Bank of Plenty 


200 

Taxable income 


45 802 

Less: net tax payable 

9912.60* 


Medicare levy (1.5%) 

687.03 

10 600 

Net income received 


35 202 

Less: Expenditure 


29 000 

Surplus income 


$6 202 


Note: The salary shown in the statement of income is after renegotiation of your employment agreement so that 
your employer pays an additional $20 000 superannuation and $5000 (that is $9708 grossed up) of expense 
fringe benefits. Please note, distributions from the Family Trust have been excluded from these calculations. 

The above statement is only a guide to your future tax liability. It is not intended to be an accurate assessment 
of your future tax liability, however if there are any omissions or errors, please advise before proceeding. 

It is assumed that Mary is not entitled to any family tax assistance. 
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Appendices 

Data collection form 

Appendix 7 is the client's 'Data collection form'. 


Mary Moore: Changes in financial position illustrative projections—assets/liabilities/ 
investments 

Appendix 2 provides an illustration of your assets, liabilities and investments from 2004 to 2018. 

For simplicity, the following assumptions have been made: 

■ a 5 per cent rate of growth has been used for all investments and assets, excluding home contents and 
motor vehicle, which are depreciated at 10 per cent each year. 

■ a 4.6 per cent annual increase has been used in the reasonable benefit limit. 

■ the mortgage reduces by $24 000 per year, and has 9.5 per cent interest charged at the end of each year. 

■ no growth has been added to any assets in the first year, to offset initial entry fees on investments made. 

■ annual superannuation contributions are indexed at 5 per cent per annum until retirement. Income tax and 
superannuation surcharge has also been factored into these projections. 

■ no assets are purchased or sold. 


Allocated pension minimum and maximum payments 

Appendix 3 illustrates the minimum and maximum pension payments for an allocated pension of $776 699 
commencing at age 65. 
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Appendix 1: Data collection form 



Data Collection Form: Confidential 

Date of consultation: 

1 February 2004 

Client details 

Name 

Ms Mary Moore 

Address 

Postcode 

Phone number 

Fax 

Email 

PO Box 1, UPMARKETVILLE 

3079 

03 99990000 

03 9000 9999 

Date of birth and age 

22 April Age: 50 

Tax file number 

999 000999 

Occupation/Position 

Name of the business 

Professional 

Consulting 


Type of the business/tax structure 

Partnership Limited partnership 


Private company 

Sole trader 

Discretionary trust 

Other 

Employer 

Retirement/termination date 
Can salary be packaged? 

Upmarketville Consulting Pty Ltd 

15 years 

Yes 

Business, Personal Income 

N.a. 

Business, Personal Assets 

N.a. 

Business, Personal Liabilities 

N.a. 


Other information 

Mary has recently changed jobs. Her employer has offered her an employment agreement whereby she can take 
up to $30 000 of her remuneration package as additional superannuation and/or expense fringe benefits. She 
rolled her superannuation into a short-term parking fund. She is divorced from her former husband and made a 
property settlement recently. 

Objectives 

To protect assets, for self and two sons, to be financially independent by age 60, to reduce work hours from age 
60 to age 65. 


Family/dependants' details 


Title Surname 

Given name Date of birth 6 age in years Annual income/ relationship 

Mr Moore 

Neil 11 November, age 22 years $30 000, son 

Mr Moore 

Jonathan 29 June, age 14 years $200, son 
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Current financial details (prior to implementing recommendations in this plan) 

Income 

Taxable income Igross annual) Client Partner Total 


Salary, wages 

60 000 

Bonuses, profit sharing income etc. 


Net business income 

17310 

Pension 


Interest— 


Bank of Plenty cheque 

229 

PAC savings 

602 

Bank of Plenty invest 

543 

Dividends 


Bank of Plenty 

470 

Bank of Lots 

310 

Rent 


Flat Street apartment 

16 450 

Woodring house 

6 240 

Other investment income 



Partnership income 
Trust distributions 
Realised capital gains 
Other 


Gross income 102 154 

Less: Deductions from salary income 2 000 


Taxable income 100 154 

Less: Tax on taxable income 34 452.38 

+ Medicare levy (1.5%)* 1502.31 35 954.69 

Income after tax 64 199.31 


Non-taxable income 
Family payment 
Parenting allowance 
Exempt income 

Other non-taxable income _ 

Total income 64 199.31 

Realised capital losses not yet offset against capital gains 0 


Note: Excludes Medicare levy surcharge. 
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Expenses and obligations 


Item 

Annual family 
expenditure 

Ordinary living expenses 


Food and drink 

9 200 

Clothing and footwear 

2 080 

Rent 


Mortgage payments 


Electricity, gas, heating 

600 

Telephone 

800 

Other household expenses and maintenance 


Rates, water, body corporate, insurance 

2 240 

Motor vehicle costs 


insurance and registration 

960 

petrol and oil 

1 000 

repairs and maintenance 

1 000 

Other travel 


Holidays 

2 000 

Subscriptions and club fees 

1 000 

Education and tuition 

10 000 

Support payments for aged parents or others 


Entertainment and recreation 

1 560 

Gifts and donations 

60 

Accounting and financial services 

500 

Self-funded superannuation contributions 


Health insurance net of rebate 

500 

Other 

500 

Regular savings plans 


Total living expenses 

34 000 


Insurance premiums (annual) 


Type Notes 

Client 

Partner 

Total 

Endowment/Death 

General property and liability 

Income protection 

Health 

Other 

360 




Assets 


Non-investment assets (MV)* 

Client 

Partner 

Total 

Family home 

140 000 



Personal property 

30 000 



Jewellery 

2 000 



Antiques, art etc. 

3 000 



Motor vehicles 

Holiday home 

Boat and leisure assets 

Cash on hand 

Other 

20 000 



Total 

195 000 




MV: Market Value 
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Date 



Est. 

Est 

Wants to 

Investment assets (MV) 

acquired 

Cost 

Amount 

income 

growth 

keep? 

Investment accounts 

Banks, credit unions, etc. 







Bank of Plenty cheque 

n/a 

11 457 

11 457 

229 

Nil 


PAC savings 

n/a 

16 943 

16 943 

602 

Nil 


Bank of Plenty invest 

6 months 

9 700 

9 700 

543 

Nil 

Yes until 


ago for 12 
months 





maturity 

Mortgages 







Bonds 8 debentures 







Real estate 







Flat Street 

1 year ago 

235 000 

235 000 

16 450 

4% 

yes until 
retirement 

Woodring 

Shares 

1981 

30 000 

80 000 

6 240 

2% 

no 

Bank of Plenty 

6 years ago 

2 500 

4 500 

470 

5% 

yes 

Bank of Lots 

2 years ago 

2 600 

3 100 

310 

5% 

yes 

Goldtin 

last year 

4 700 

2 500 

Nil 

Nil 

no 

Managed funds 







Friendly societies 







Friendly bond 

9 years ago 

11 700 

11 700 

Nil 

10% 

Yes until 
maturity 

ASA Indexed Bond 

8 years ago 

50 000 

67 623 

Nil 

5% 

Yes until 
maturity 

Rollover funds 

3 years ago 

58 000 

60 786 


4% 


Total 



503 309 

24 844 




Comments on investments: Likes bank shares, wants to keep the apartment in Flat Street to provide an 
opportunity to move into it on retirement, if desired. 

Does not like Goldtin shares as they do not produce income and are running at a loss. 

Does not like the amount of tax paid on interest. 

Wants to sell Woodring property as it is weatherboard, has a large garden and is difficult to maintain. It is in a 
low growth area, and can sell it for $80 000 after expenses. Wants to then invest the proceeds in international 
shares. 


Savings details (other than superannuation and insurance) 


Regular savings plans 

Type 

Client 

Partner 

Total 

Current value 

Maturity date 8 maturity value 

savings plan 
savings plan 




Current value of death benefits- 

-how much do you have , how much do you need? 



Type 

How provided 

Client 

Partner 

Total 

Employer group life insurance 
Individual life 

Individual life 

Death benefits 

Death benefits 

by employer 
self-owned 
owned by others 
superannuation 
annuity 

100 000 




Other 

Total 

Double indemnity amount? accidental death benefits 

Any additional life insurance required? 
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Estate planning and power of attorney 

Do you have a current will and power No. Will was made during my marriage and leaves everything 

of attorney? to my ex-husband. 

Ex-husband also holds power of attorney. 


Superannuation details 


Superannuation 

Type 

Client 

Partner 

Total 

Annual contribution 

Employer 

6 000 



Annual contribution 

Own contributions 




Value on death 

Death benefit 

100 000 



Est. retirement benefit 

All 




Rollover details 


Component 

Client 

Partner 

Total 

Fund & date of rollover 

pre-July 83 

8 000 




taxed post-June 83 

44186 




untaxed post-June 83 
undeducted contributions 
post-June 94 invalidity 
pre-July 94 concessional 

8 600 



Total 


60 786 



Preserved amount 

Balance 15/2/90 

Lump sum RBL 

Pension RBL 

flat dollar amounts apply 

14 586 




Liabilities 




Balance- 

Balance — 


Liabilities 

Term 8 rate % 

client 

partner 

Total 

Home mortgage 

Motor vehicles 

Overdraft 

Investment loan 

25 years. 9.5% pa. 

182 000 




Personal loan 
Credit cards 
Other loan 
Travel 

Public/product liability 
Options/futures contracts 


Total 


182 000 
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Aims and objectives profile 

List your most important current and future lifestyle requirements. 

■ To protect at least 50 per cent of assets from any outside claimants, protect value of assets for self and two 
sons, to provide funds for 14-year-old son's education at Toptip Grammar School (current cost $10 000 p.a.). 

■ To use current funds and assets to: 

a increase wealth and be financially independent before age 60; 
b avoid reliance on social security; 

c provide a source of funds, which, with capital growth, will provide for frequent holidays, emergencies, 
and a replacement car in three years' time; 
d place new investments in easy to manage funds; 
e fund trips to Perth and Europe next year. 

■ To minimise taxation legally. 

■ To have an easily managed investment portfolio and financial strategy. 

■ To update and revise insurance and estate planning. 


Concerns profile 

Indicate on a scale of 1 (low) to 6 (high) the importance of these issues: 

E Current income: How important is maximising your income from investments this year? 

0 Simplicity: How important is it that your investments are easy to manage? 

E Safety: How important is it that your capital base is protected? 

E Uquidity: How important is it that your assets can be quickly converted to cash (other than the amount of 
money you keep at call to meet emergencies)? 

0 Tax minimisation: How important is it that you reduce/minimise your overall tax liability? 

E Hedge against inflation: How important is it that your investments at least grow in line with inflation? 


CLIENT DECLARATION 

I am/We are aware that a S0A will be prepared solely from the information contained in this form. I/We confirm 
that the information recorded in this form accurately reflects my/our financial position, objectives and needs. 1/ 
We have not knowingly withheld any information that may be relevant to the preparation of my/our SOA. If l/we 
do not proceed with the implementation of the plan within 30 days of its presentation date, I am/we are aware 
that the information and the SOA will need to be reviewed. 


Signed. Date 

Signed. Date 
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AUTHORITY TO PROCEED 


CPA Financial Services Pty Ltd 


ACN 000 000 000 


Australian Financial Services Licence Holder No. 000 000 

P.O. Box 2 


Upmarfcetville, Victoria 3079 


1, Mary Moore, of PO Box 1, Upmarketville, Victoria 3079, acknowledge that the products listed in the table 

below are to be invested on my behalf by: 


Investment 

Amount 

Makin Money Public Superannuation Fund 

$60 786 

MNO Split Trust—Growth Fund 

$25 000 

MNO International Trust 

$25 600 

PQR Global Fund 

$30 000 • 

STU International and Pacific Fund 

$30 000 

Please make cheques payable to: 


Investment 

Amount 

Makin Money Public Superannuation Fund (Account: Mary Moore) 

$60 786 

MNO Split Trust—Growth Fund (Account: Mary Moore) 

$25 000 

MNO International Trust (Account: Mary Moore) 

$25 600 

PQR Global Fund (Account: Mary Moore) 

$30 000 

STU International and Pacific Fund (Account: Mary Moore) 

$30 000 

1 agree that 1: 


1 have read, understood and retained a copy of the Statement of Advice prepared by ROBIN DOE of CPA 

Financial Services Pty Ltd and dated March 2004. 


2 understand that ROBIN DOE is an Authorised Representative of CPA Financial Services Pty Ltd, which holds 

an AFSL No. 000 000. 


3 am aware that assumptions have been made in preparing these recommendations based on information 

provided by myself. 


4 understand that these recommendations are for my sole use. 


5 have read and understood the 'financial services guide' which provides information about CPA Financial 

Services Pty Ltd and its advisers. 


6 authorise ROBIN DOE of CPA Financial Services Pty Ltd to proceed with the recommendations. 

7 understand that, if 1 wish to cease the implementation of the recommendations, CPA Financial Services 

Pty Ltd must be informed in writing as soon as possible. 


8 acknowledge that 1 have received the product disclosure statements as identified in the recommendations. 

Signed:./ /.. 

Mary Moore date 


Accepted for and on behalf of CPA Financial Services Pty Ltd by: 


Signed:. / / 

Robin Doe (Authorised Representative) date 
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These projections are for illustrative purposes only, as no guarantees can be made of future rates and events. Whilst all car is taken while preparing these projections, no liability is accepted for any omissions and mistakes. 
Illustrative growth rate used is 5% per annum, expect motor vehicle and home contents which are depreciated at 10% per annum. 

The investment loan is calculated by first deducting the repayments of $24 000 per annum, then adding the interest which is payable at the end of the year at the rate of 9.5% per annum. 
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Appendix 3: Illustrative allocated pension minimum and maximum payments 


Your details 


Name: 

Date of birth: 

Sex: 

Marital status: 

Ms Mary Moore 

22 April 1952 

Female 

Single 

Allocated pension details 

Purchase price: 

Commencement date: 

Income payment frequency: 

Rate of return (%): 

Inflation (%): 

$776 699 

1 July 2018 

Monthly 

5.0 

3.0 

Allocated pension income limits (first year) 

Full year 

Maximum: 

Minimum: 

$95 890 
$49 470 
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SAMPLE STATEMENT OF ADVICE 


Yearly illustration (minimum) 


Age 

Opening 

balance 

Allocated 

pension 

income 

Other 

income 

Total 

income 

Tax 

deduct. 

amount 

Gross 

tax 

Rebate 

Today's 

dollars 

65 

$776 699 

$49 440 

$0 

$49 440 

$0 

$11 954 

$7 416 

$44 902 

66 

$764 847 

$49 990 

$0 

$49 990 

$0 

$12 127 

$7 499 

$44 040 

67 

$751 865 

$50 460 

$0 

$50 460 

$0 

$12 330 

$7 569 

$43 076 

68 

$737 752 

$51 230 

$0 

$51 230 

$0 

$12 665 

$7 685 

$42 325 

69 

$722 145 

$51 580 

$0 

$51 580 

so 

$12 817 

$7 737 

$41 314 

70 

$705 398 

$52 250 

$0 

S52 250 

so 

$13109 

$7 838 

$40 524 

71 

$687 128 

$52 450 

$0 

$52 450 

$0 

$13 196 

$7 868 

$39 464 

72 

$667 739 

$53 000 

$0 

S53 000 

so 

$13 435 

$7 950 

$38 634 

73 

$646 817 

$53 020 

$0 

S53 020 

so 

$13 444 

$7 953 

$37 520 

74 

$624 829 

$53 400 

$0 

$53 400 

$0 

$13 609 

$8 010 

$36 635 

75 

$601 351 

$53 220 

so 

$53 220 

so 

$13 531 

$7 983 

$35 473 

76 

$576 885 

$53 420 

so 

$53 420 

so 

$13 618 

$8 013 

$34 543 

77 

$550 990 

$52 980 

so 

$52 980 

so 

$13 426 

$7 947 

$33 316 

78 

$524 251 

$52 430 

so 

$52 430 

so 

$13187 

$7 865 

$32 078 

79 

$496 739 

$52 290 

so 

S52 290 

so 

$13126 

$7 844 

$31 077 

80 

$467 994 

$51 430 

$0 

$51 430 

so 

$12 752 

$7 715 

$29 778 

81 

$438 694 

$50 420 

$0 

$50 420 

$0 

$12313 

$7 563 

$28 460 

82 

$408 963 

$49 270 

$0 

$49 270 

$0 

$11 900 

$7 391 

$27 081 

83 

$378 925 

$47 970 

$0 

$47 970 

$0 

$11 491 

$7196 

$25 654 

84 

$346 259 

$46170 

$0 

$46 170 

$0 

$10 924 

$6 926 

$24 050 

85 

$313 896 

$44 210 

$0 

$44 210 

$0 

$10 306 

$6 632 

$22 443 


$ 



Age 


□ Allocated pension income 
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Yearly illustration (maximum) 

Allocated Tax 

Opening pension Other Total deduct Gross Today's 


Age 

balance 

income 

income 

income 

amount 

tax 

Rebate 

dollars 

65 

$776 699 

$95 820 

$0 

$95 820 

$0 

$33 853 

$14 373 

$76 340 

66 

$717 323 

$90 800 

$0 

$90 800 

$0 

$31 418 

$13 620 

$70 876 

67 

$660 147 

$86 860 

$0 

$86 860 

$0 

$29 507 

$13 029 

$66 342 

68 

$604 149 

$82 760 

$0 

$82 760 

$0 

$27 519 

$12 414 

$61 914 

69 

$549 553 

$78 510 

$0 

$78 510 

$0 

$25 457 

$11 777 

$57 600 

70 

$496 581 

$75 240 

$0 

$75 240 

$0 

$23 871 

$11 286 

$54 046 

71 

$444 312 

$71 660 

$0 

$71 660 

$0 

$22 135 

$10 749 

$50 478 

72 

$393 098 

$67 780 

$0 

$67 780 

$0 

$20 253 

$10 167 

$46 910 

73 

$343 299 

$63 570 

$0 

$63 570 

$0 

$18211 

$9 536 

$43 334 

74 

$295 325 

$61 530 

$0 

$61 530 

$0 

$17 222 

$9 230 

$41 032 

75 

$247 041 

$57 450 

$0 

$57 450 

$0 

$15 371 

$8 618 

$37 723 

76 

$200 525 

$54 200 

$0 

$54 200 

$0 

$13 957 

$8 130 

$34 946 

77 

$155 012 

$51 670 

$0 

$51 670 

$0 

$12 856 

$7751 

$32 659 

78 

$109 817 

$49 920 

$0 

$49 920 

$0 

$12105 

$7 488 

$30 849 

79 

$64155 

$45 830 

$0 

$45 830 

$0 

$10816 

$6 875 

$27 693 

80 

$20 401 

$20 400 

$0 

$20 400 

$0 

$250 

$250 

$13 094 

81 

$517 

$517 

$0 

$517 

$0 

$0 

$0 

$324 

82 

$0 

$0 

$0 

$0 

$0 

$0 

$0 

$0 

83 

$0 

$0 

$0 

$0 

$0 

$0 

$0 

$0 

84 

$0 

$0 

$0 

$0 

$0 

$0 

$0 

$0 

85 

$0 

$0 

$0 

$0 

$0 

$0 

$0 

$0 


$ 



□ Allocated pension income 


Age 
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Comparison of account balance using 'maximum' and 'minimum' payments 


$ 

900 000- 
800 000-; 
700 000- 
600 000- 
500 000- 
400 000- 
300 000- 
200 000 - 
100 000 - 


65 



Age 


□ Selecting maximum □ Selecting minimum 
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Annual review 

Case study 8.1 

Now that you have read the sample plan, assume Mary has come to you one year later, in March 2005 
for an annual review of her SOA. 

Mary has completed a client annual review form as follows: 


Client annual review form 

Date of review 7 March 2005 

Client Name Ms Mary Moore 

Have all recommendations in the original plan been implemented? 

Yes, the net proceeds from the Woodring property were $78 000. 

Detail any changes in circumstances 

Car has been written off in an accident. Mary has received $20 000 from insurance, and wants to 
replace the car with one costing $30 000, inclusive of all costs. 

Additional recommendations and strategy changes 
(to be completed by the planner) 

Include new car as part of salary package. 


Discuss: 

■ why a review is necessary; 

■ the main issues that will be covered in the review; 

■ what the review should contain, and 

■ any changes you are aware of which may impact on Mary's original financial plan. 



REVIEW QUESTIONS AND SUGGESTED ANSWERS 


S.1 


Module 


Review questions and suggested 
answers 



Heview questions 

Question 8.1 

Advise your clients of the advantages and disadvantages of managing their own 
superannuation fund. 


Question 8.2 

Jim is a 30-year-old executive with an income of $50 000. He is about to get married. 
He asks for your advice to plan his finances. 

What aspects of the financial planning process would you emphasise at this stage of 
Jim's life, and why? 


Question 8.3 

Under Section 3, 'Insurance', the financial planner offers to refer Mary Moore to an 
insurance broker. What requirements would Robin need to fulfil to be able to offer life 
insurance to her client, and would she commit an offence if she described herself as an 
insurer even though this was not true? 

Question 8.4 

Under 'Investments', Section 6 of the financial plan, the financial planner assumes that 
Mary Moore knows how the imputation system works for fully franked dividends, as she 
already owns shares. Explain simply how the imputation system works, assuming a 
client has not previously made investments which provide franked dividends. 


Question 8.5 

Explain why managed investments are particularly suitable for Mary Moore, and the 
main advantages of managed investments. 





8.2 


REVIEW QUESTIONS AND SU66ESTED ANSWERS 


Question 8.6 

You client, Daisy Field has: 

■ $75 OOO in rollover funds; and 

■ $30 000 being contributed to superannuation by her employer at the end of each 
year for the next 10 years. 

She wants you to calculate: 

a what her employer's annual superannuation contributions, which are made at the 
end of each year, will be worth at the end of 10 years with a return net of tax, fees 
and charges of: 

B 5 per cent, and 
B 6 per cent; 

b if she makes no further contributions after 10 years, what her superannuation will 
be worth at the end of 15 years at the same rates of return; and 

c what is the minimum and maximum amount that she can withdraw in the first 
year if she converts her superannuation into an allocated pension. 

Assume that the lump sum RBL is approximately S842 000 in 15 years' time and that 

her superannuation is not subject to the superannuation contributions tax (surcharge). 


Suggested answers 

Question 8.1 

Advantages 

■ If the fund is a complying fund, a maximum 15 per cent rate of tax applies to the 
taxable income. 

■ Complete knowledge and control of the investment decisions and asset mix, 
either directly or via a professional adviser or fund manager. 

■ Flexibility to change investments, and to pay a pension in retirement. 

■ Costs may be relatively less than in a public superannuation fund, for compliance 
and administration costs. This will vary with the number of transactions and 
value and types of investments held. 

■ Ability to pool superannuation assets with spouse. 

□ Greater flexibility to contribute for spouse who may be under-funded. 

■ All members are trustees which should help to keep all members informed and 
reduce the chance of disputes. 

Disadvantages 

m If the fund becomes a non-complying fund, 47 per cent rate of tax is charged on 
assets less undeducted contributions. 

n Must have a certain level of funds for it to be cost effective and for there to be the 
opportunity to diversify. 

m More personal involvement and responsibility, including the requirement to 
comply with tax and superannuation legislation. 

■ Compliance and administration costs may be relatively higher than a public 
superannuation fund due to economies of scale, particularly where the fund has 
low capital, or there are a variety of transactions and types of investments. 

■ No access to Superannuation Complaints Tribunal in the case of a dispute. 



REVIEW QUESTIONS AND SUGGESTED ANSWERS 


8.3 


Question 8.2 

Each financial plan is unique because of the individuality of each client's circumstances. 
However, the general guidelines are valid for all financial plans. The generic elements 
apply to all comprehensive financial construction procedures. 

The most important issue you need to determine before you prepare a financial plan, 
is the current status, goals and objectives of your client. This includes both personal 
and financial status. These are established by gathering data using data collection 
forms, and by face-to-face review and discussions with your client. This will enable 
you to understand your client's current situation, goals and objectives as well as 
checking the accuracy of information provided by your client. 


Question 8.3 

In Module 1, you learned that under the Insurance (Agents and Brokers) Act 1984 
(Cwlth), advisers cannot offer insurance unless they satisfy the registration 
requirements of an insurance broker or have a written agency agreement with an 
insurer. The registration requirements and legal restrictions relating to arranging, or 
offering to arrange insurance are: 

■ insurance brokers must carry professional indemnity insurance for any 
liabilities prescribed by the Regulations and be registered under one, or both of 
these categories: 

■ life insurance business; and 
b general insurance business. 

■ insurance intermediaries, other than brokers, are required to have a written agency 
agreement with an insurer before arranging, or offering to arrange, insurance. 

Under the Insurance (Agents and Brokers) Act, Robin would be guilty of an offence if she 
does not satisfy registration requirements and describes her business in a way which 
implies she is a broker or an insurer. 

Question 8.4 

In simple terms, the imputation system works this way (assuming company tax rate is 
30 per cent): 

1 A company makes a taxable profit of $1000, and pays tax at 30 per cent, that is 
$300. This leaves $700 profit after tax. 

2 If you are an individual shareholder who owns ten per cent of the company's 
shares, and the profits are paid in full to shareholders as fully franked dividends, 
you will receive a cash dividend of $70 (that is 10 per cent of $700) and an 
attached tax credit of $30 for the tax paid by the company. 

3 You include the $70 cash dividend, plus the $30 tax credit, in your assessable income. 

4 Although you pay tax on the $100, you receive a $30 tax credit which reduces 
your tax liability by $30. This tax credit prevents double taxation of company 
profits, that is, at the company and individual shareholder level. 

5 Able to offset excess imputation credits against other income. 

6 For individuals and superannuation funds, excess imputation credits are 
refundable on assessment. 

7 Note, when the company tax rate changes, franking account balances are 
re-calculated accordingly. 


8.4 REVIEW QUESTIONS AND SUGGESTED ANSWERS 

Question 8.5 

Managed investments are particularly suitable for people such as Mary Moore, who 

want worry-free investments, and who just don't have enough time to access 

necessary research information or to analyse information relating to direct 

investments. The main advantages of managed investments are: 

■ cost efficiency—direct investments generally have higher transaction and stamp 
duty costs than managed fund's management fees; 

■ diversification, even with a relatively small investment; 

a administrative simplicity in that the investor does not have to deal with the day- 
to-day problems of a direct investment; 

■ greater liquidity—managed investments can usually be accessed in full or part 
more quickly than direct investments; 

□ flexibility to adjust a portfolio without incurring new entry fees and brokerage 
charges, and reinvestment of income facilities in many cases; 

□ regular investor reports and annual taxation report; 

0 the opportunity to make regular small investments; and 

■ professional investment managers look after the portfolio and make 
buy/sell/hold decisions. 

Question 8.6 

a We are calculating the future value of an ordinary annuity for the annual 
employer contributions for 10 years until Daisy reaches age 60 (see formulae 
in Module 2) 

Where: 

A = $30 000 
n = 10 
i = 5% 

Future value = 30 000[((1 + .05) 10 - l)/.05] = $377 337 
If i = 6% 

Future value = 30 000[((1 + .06) 10 - l)/.06] = $395 424 

b We are calculating the future value of the accumulated ordinary annuity for the 
employer contributions from age 60 to age 65, with no additional payments plus 
future value of a present value for the rollover (see formulae in Module 2) 


If i = 5% 

Future value = $377 337(1 + .05) 5 = $481 588 

Future value = $75 000(1 + .05) 14 = $148 495 

(i.e. the $75 000 had no growth in year 1) 

Value at age 65 $630 083 

If i = 6% 

Future value = $395 424(1 + .06) 5 = $529 166 

Future value = $75 000(1 + .06) 14 = $169 568 

Value at age 65 $698 734 


c On the 5 per cent growth rate, her account balance will be $630 083 at age 65, 
and the maximum income factor is 8.1 and the minimum income factor is 15.7. 
She can therefore withdraw between $40 133 and $77 788 in that year. 


On the 6 per cent growth rate, her account balance will be $698 734 at age 65, 
and the maximum income factor is 8.1 and the minimum income factor is 15.7. 
She can therefore withdraw between $44 505 and $86 263 in that year. 
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8 . S 


Case study 8.1 

Even when a financial plan has been developed and implemented, personal 
circumstances and objectives change. Variations from budgeted expenditure can occur, 
for example replacement of a car following a collision; tax laws change; social security 
rules change; the economic environment changes and some investments may under¬ 
perform. Thus financial plans need to be revised and adjusted on an ongoing basis to 
reflect any changes. 

The main issues to be reviewed are: 

■ any change to Mary's objectives —her client annual review form shows that she 
needs to replace her car now, following an accident, and not in three years' time, 
as stated in the original plan; 

■ any changes in Mary's personal circumstances —these may be caused by a promotion, 
a job change or job loss, a birth, marriage, divorce, death, change in financial 
circumstances (e.g. if an inheritance has been received) and many other factors. 
For example, Mary has received $20 000 from the insurance on her car, however, 
she has not yet replaced her car; 

■ whether the steps of her initial plan have been fully implemented —Mary has advised 
that this has been done. She received $2000 less than expected from the sale of 
the Woodring house; 

■ investment performance —do performance projections need to be revised, or is there 
a more appropriate investment available for Mary's portfolio? Review of the 
investments shows that they are generally performing in accordance with the 
projections made initially; 

■ whether the economic climate has changed —has there been a change in Federal 
Government? The impact of new policies also needs to be considered. Are there 
any changes, or proposed changes to tax and other legislation which impact 
on the plan? What was contained in the latest budget which may impact on 
Mary's situation? 

■ any changes to underlying strategies used in the plan —the review report will 
recommend that Mary includes her car as part of her salary package; and 

■ any current concerns of the client 

The revised SOA should contain: 

■ the executive summary of the plan; 

□ any changes to initial objectives; 

■ discussion of the performance of individual investments and the total portfolio; 

□ any changes to personal circumstances; 
b recommended changes; and 

□ the cost of the review and date of the next review. 

You may ask Mary the following question: do you wish to retain your superannuation 
contribution level and renegotiate your employment agreement so that your car is 
provided by your employer and the expense fringe benefits payment is removed from 
your remuneration package and taken as wages? By way of further explanation you 
should inform her that: cars are subject to fringe benefits tax, but a concessional 
method is used to calculate the amount of fringe benefits tax liability. The amount of 
fringe benefit tax payable is based on a statutory percentage which depends on the 
number of kilometres travelled in a year. As an indication, for a car which costs 
$30 000 and travels up to 40 000 km in a year the fringe benefits tax would be: 

Under 15 000 km 

Taxable value for FBT = $30 000 x 0.26 = $7800 

FBT payable = $7800 x 1.9417 x 0.485 = $7345 
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15 000 km to 24 999 km 

Taxable value for FBT = $30 000 x 0.20 = $6000 

FBT payable = $6000 x 1.9417 x 0.485 = $5650 

25 000 km to 40 000 km 

Taxable value for FBT = $30 000 x 0.11 = $3300 

FBT payable = $3300 x 1.9417 x 0.485 = $3108 

You need to add fixed and running costs and depreciation if your employer purchases 
a car on your behalf, or leasing costs if the car is leased, to determine the cost to your 
package. Let's say, for example, that you travel 20 000 km in a year, all private, and 
lease and other costs are $9016 per year. Your taxable income will decrease by $14 666 
(i.e. $9016+ $5650 FBT). 

If you decide on this alternative, your living expenses will change to $27 342: 

($29 000 - $2960 x 1.05) being 2004/05 projected income from Appendix 2, less car 
expenses from 2003/04 increased by 5 per cent which are now being paid by the 
employer). You will also have a further $18 000 to invest ($20 000 from the car, less 
$2000 from the lower price obtained for the Woodring property). Alternatives include 
transferring it to your discretionary trust for further investment, or paying it into your 
superannuation fund as an undeducted contribution. Undeducted contributions are 
not taxable in the fund, and are tax free on withdrawal, or increase the tax free part i f 
an income stream. 

Your estimated taxable income after implementation of these strategies is: 

Statement of income: Ms M. Moore: 


Projected taxable income 2004/05 (salary package) $ 

Income (from Appendix 2, $45 802 + 5%) 48 092.00 

Less: car package 14 666.00 

Taxable income 33 426.00 

Less: net tax payable 6199.80 

1.5% Medicare 501.39 6701.19 

After tax income received 26 724.81 

Less: expenditure 27 342.00 

Deficit in income 617.19 


As an alternative to salary packaging the new car, Mary could consider paying for the 
motor vehicle expenses personally from after tax dollars: 


Projected taxable income 2004/05 (no salary package) $ 

Taxable income (from Appendix 2, $45 802 + 5%) 48 092.00 

Less: net tax payable 10 599.60 

Medicare 721.38 11 320.98 

After tax income received 36 771.02 

Less: expenditure ($27 342 + $9 016) 36 358.00 

Surplus income 413.02 


By not salary packaging, Mary is approximately $1030 better off in the first year. 
However, Mary will need to carefully estimate the vehicle running costs and 
kilometres travelled per annum, as this may make salary packaging more attractive. 











